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OF  THE  PRESIDENT 


ECONOMIC  REPORT  OF  THE  PRESIDENT 

To  the  Congress  of  the  United  States: 

Four  years  ago,  we  began  a  journey  to  change  the  course  cf  the 
American  economy.  We  wanted  this  coimtiy  to  go  into  the  21st  cen¬ 
tury  as  a  Nation  in  which  every  American  who  was  willing  to  work 
for  it  could  have  a  chance — not  a  guarantee,  but  a  real  chance — 
at  the  American  dream.  We  have  worked  hard  to  achieve  that  goal, 
and  today  our  economy  is  stronger  than  it  has  been  in  decades. 

THE  ECONOMIC  RECORD 

Tire  challenge  we  faced  in  January  1993  was  to  put  the  economy 
(»r  a  new  course  oi  fiscal  responsibility  while  omtinuing  to  invest 
in  our  future.  In  the  last  4  years,  the  unemployment  rate  has  come 
down  by  nearly  a  third:  from  7.5  percent  to  5.4  percent.  The  econ¬ 
omy  has  created  11.2  million  new  jobs,  and  over  two-thirds  of  re¬ 
cent  employment  growth  has  been  in  industry/occupation  groups 
paying  above-median  wages.  Over  the  past  4  years  infiaticm  has 
averaged  2.8  percent,  lower  than  in  any  Administration  since  John 
F.  Kennedy  was  President.  The  combination  imemployment  and 
inflation  is  the  lowest  it  has  been  in  three  decades.  And  business 
investment  has  grown  more  than  11  percent  per  year — ^its  fastest 
pace  since  the  eariy  1960s. 

As  the  economy  has  grown,  the  fruits  of  that  growth  are  being 
shared  more  equitably  among  all  Americans.  Between  1993  and 
1995  the  poverty  rate  fell  from  15.1  percent  to  13.8  percent — the 
largest  2-year  drop  in  over  20  years.  Poverty  rates  among  the  el- 
deriy  and  among  Afirican-Americans  are  at  the  lowest  level  since 
these  data  were  first  collected  in  1959.  And  real  median  family  in¬ 
come  has  risen  by  $1,600— the  largest  growth  rate  since  the  Ad¬ 
ministration  of  Prosident  Johnson. 

THE  ECONOMIC  AGENDA 

Our  comprehensive  economic  agenda  has  helped  put  America’s 
economy  back  on  the  ri^t  track.  This  agenda  indudes: 

•  Historic  Deficit  Reduction.  Since  the  1992  fiscal  year,  the  Fed¬ 
eral  budget  defidt  has  been  cut  by  63  percent — frmn  $290  bil¬ 
lion  to  $107  billion  in  fiscal  1996.  As  a  percentage  oi  the  Na¬ 
tion’s  gross  domestic  product,  the  defidt  has  fallen  over  the 
same  period  from  4.7  percent  to  1.4  percent,  and  it  is  now  the 
lowest  it  has  been  in  more  than  20  years.  In  1992  the  budget 
defidt  for  all  levels  ci  government  was  larger  in  relation  to  our 


economy  than  those  of  Japan  and  Germany  were  to  theirs. 
Now  the  deficit  is  smaller  by  that  same  measure  than  in  any 
other  migor  industrialized  economy.  And  this  Administration 
has  proposed  a  plan  that  balances  the  budget  by  2002,  while 
protecting  critical  investments  in  America’s  future. 

•  Investments  in  Education  and  Technology.  Deficit  reduction  re¬ 
mains  a  priority,  but  it  is  not  an  end  in  itself.  Balancing  the 
budget  by  cutting  investments  in  education,  or  by  failing  to 
give  adequate  support  to  science  and  technology,  could  actually 
slow  economic  growth.  To  succeed  in  the  new  global  economy, 
our  children  must  receive  a  world-class  education.  Every  child 
in  America  should  be  able  to  read  by  the  age  of  8,  log  onto  the 
Internet  by  the  age  of  12,  and  receive  at  least  14  years  of  qual¬ 
ity  education:  2  years  of  collie  should  become  as  universal  as 
high  school  is  today.  And  we  must  make  sure  that  eveiy  child 
who  wants  to  go  to  college  has  the  resources  to  do  so. 

•  Expanding  Markets.  We  have  aggressively  sought  to  oqpand 
exports  and  open  markets  abroad.  In  the  past  4  years  we  have 
achieved  two  mqjor  trade  agreements:  the  North  American 
Free  Trade  Agreement  and  the  Uruguay  Round  accord  of  the 
General  Agreement  on  Tariffs  and  Trade,  which  established 
the  World  Trade  Organization.  Members  of  the  Asia-Padfic 
Economic  Cooperation  forum  and  the  proposed  Free  Trade 
Area  of  the  Americas  have  committed  to  estsjl>lishing  free  trade 
among  themselves  by  2020  and  2005,  respectively.  And  we 
have  opened  new  markets  abroad  by  signing  more  than  200 
other  important  trade  agreements.  As  a  result,  U.S.  exports 
have  boomed,  which  means  higher  wages  for  American  workers 
in  export  industries — often  13  to  16  percent  higher  than  the 
rest  of  the  workforce. 

•  Reforming  Government.  The  strength  of  the  American  economy 
lies  in  the  energy,  creativity,  and  determination  of  our  citizens. 
Over  the  past  4  years  we  ^ve  worked  hard  to  create  an  envi¬ 
ronment  in  which  business  can  flourish.  And  as  the  private 
sector  has  expanded,  the  Federal  Government  has  improved  its 
efficiency  and  cost-effectiveness.  We  have  energetically  re¬ 
formed  regulations  in  key  sectors  of  the  economy,  including 
telecommunications,  electricity,  and  banking,  as  well  as  envi¬ 
ronmental  regulation.  And  we  have  reduced  the  size  of  the 
Federal  Government  as  a  percentage  of  the  workforce  to  the 
smallest  it  has  been  since  the  1930s. 

CONTINUING  TO  CREATE  AN  ECONOMY  FOR  THE  21ST  CENTURY 

America’s  workers  are  back  at  work  and  our  factories  are  hum¬ 
ming.  Once  again,  America  leads  the  world  in  automobile  manufac¬ 
turing.  Our  high-technology  industries  are  the  most  competitive  in 
the  world.  Poverty  is  down  and  real  wages  are  at  last  beginning  to 
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rise.  And  we  have  laid  the  foundations  for  future  long-term  eco¬ 
nomic  growth  by  reducing  the  deficit  and  investing  in  education. 

During  the  past  4  years,  we  have  worked  to  prepare  aU  Ameri¬ 
cans  for  the  challenges  and  opportunities  of  the  new  global  econ¬ 
omy  of  the  21st  century.  We  have  woiked  to  restore  fiscal  discipline 
in  our  government,  to  expand  opportunities  for  education  and 
training  for  oiir  children  and  workers,  to  reform  welfare  and  en¬ 
courage  wortc,  and  to  expand  the  frontiers  of  free  trade.  But  there 
is  more  work  to  be  done.  We  must  continue  to  provide  our  citizens 
with  the  tools  to  make  the  most  of  their  own  lives  so  that  the 
American  dream  is  within  the  reach  of  every  American. 

THE  WHITE  HOUSE 
FEBRUARY  10.  1997 


THE  ANNUAL  REPORT 
OF  THE 

COUNCDL  OF  ECONOBOC  ADVISERS 


LETTER  OF  TRANSMITTAL 

Council  of  Economic  Advisers, 
Washington,  D.C.,  February  10,  1997. 

Mr.  President: 

The  Council  of  Economic  Advisers  herewith  submits  its  1997  An¬ 
nual  Report  in  accordance  with  the  provisions  of  the  Employment 
Act  of  1946  as  amended  by  the  FuU  Employment  and  Balanced 
Growth  Act  of  1978. 

Sincerely, 


Alicia  H.  Munnell 
Member 

Jeffrey  A.  Frankel 
Member-Nominee 
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CHAPTER  1 


Growth  and  Opportunity:  Creating  a 
New  Economic  Order 

THE  AMERICAN  ECONOMY  TODAY  is  the  healthiest  it  has 
been  in  three  decades.  But  just  as  important  as  the  economy’s  cur> 
rent  performance  is  the  foundation  being  laid  for  its  future  health 
and  strength.  Like  its  predecessors,  this  Economic  Report  of  the 
President,  the  last  of  this  President’s  first  Administration,  summa¬ 
rizes  the  present  state  of  the  economy  and  the  accomplishments  of 
the  past  4  years.  But  it  also  sets  forth  the  economic  lega^  this  Ad¬ 
ministration  hopes  to  leave.  That  legacy  includes  a  vibrant  and 
evolving  set  of  public  institutions,  investments  that  will  provide  the 
basis  for  continued  growth,  and  an  economic  philosophy  of  govern¬ 
ment  and  markets  that  vdll  help  to  guide  these  institutions  and  in¬ 
vestments.  Together  these  will  constitute  a  bequest  to  future  gen¬ 
erations,  contributing  to  rising  living  standards,  expanded  opportu¬ 
nities,  and  a  greater  sense  of  community. 

The  real  measure  of  the  success  of  any  Administration’s  economic 
policies  is  not  just  today’s  economic  statistics,  but  also  the  strength 
of  the  Nation’s  economy  in  10  or  20  years’  time.  Today’s  economic 
policies  will  be  judged  favorably  if,  as  a  result,  growth  is  stronger, 
the  environment  cleaner,  and  the  number  of  children  growing  up 
in  poverty  fewer.  History  will  pronounce  these  efforts  a  success  if, 
a  generation  from  now,  opportunity  has  been  expanded  in  our 
cities,  tomorrow’s  senior  citizens  are  at  least  as  economically  secure 
as  today’s,  and  all  our  citizens  have  the  education  they  need  not 
just  to  cope  with  but  to  profit  from  the  challenges  of  a  changing 
world.  If  we  can  look  back  upon  a  record  of  such  accomplishments, 
we  will  know  that  the  last  years  of  the  20th  centiuy  laid  a  s<^d 
foundation  for  the  21st. 

No  Administration  starts  with  a  clean  slate:  each  must  work 
with  the  assets  and  the  liabilities  it  has  inherited,  and  each  Ad- 
>  ministration  that  follows  will  to  some  degree  reshape  and  revise 
what  this  one  has  buUt.  We  are  constrained  and  enahied  not  just 
by  our  physical  and  our  fiscal  inheritance,  but  also  by  our  intellec- 
I  tual  inheritance — by  prevailing  modes  of  thought  and  by  the  ways 

in  which  we  and  our  contemporaries  view  and  approach  the  world. 
Consequently,  it  is  hard  enough  in  the  present  to  formulate  the 


policies  that  will  guide  us  toward  a  more  prosperous  future,  harder 
still  to  assess  today  their  impact  decades  hence. 

For  more  than  two  decades  America  has  faced  several  serious 
problems;  productivity  growth  has  been  slower  than  in  the  past,  in¬ 
come  inequality  has  increased,  and  poverty  has  persisted.  In  addi¬ 
tion,  serious  challenges  loom  for  the  future,  such  as  the  aging  of 
the  baby  boom,  which  threatens  to  create  severe  fiscal  strains  in 
the  next  century.  In  the  last  4  years  the  Administration  has  taken 
important  steps  to  respond  to  these  challenges.  Only  if  we  maintain 
and  extend  these  initiatives  will  we  leave  a  strong  l^ac^  for  the 
future. 

This  chapter  begins  by  describing  what  will  perhaps  be  viewed 
as  this  Administration’s  most  enduring  contribution,  the  formula¬ 
tion  and  implementation  of  an  economic  philosophy  for  the  21st 
centuiy.  The  economic  record,  which  reflects  the  policies  articulated 
by  this  philosophy — ^policies  that  have  mitigated  or  reversed  many 
of  the  undesirsJ[>le  economic  trends  of  the  1980s  and  early  1990s — 
is  the  second  subject  of  this  chapter.  But  the  task  of  preparing  for 
the  future  is  far  from  complete.  The  third  section  of  this  chapter 
therefore  focuses  on  the  Administration’s  agenda  for  promoting  the 
three  complementary  goals  of  growth,  opportunity,  and  responsibil¬ 
ity. 

AN  ECONOMIC  PHILOSOPHY 

At  the  center  of  the  U.S.  economy  is  the  market;  vibrant  competi¬ 
tion  among  profit-maximizing  firms  has  enhanced  economic  effi¬ 
ciency  and  generated  innovation,  giving  the  United  States  one  of 
the  highest  standards  of  living  in  the  world.  Within  this  maiket- 
based  economy,  government  plays  a  limited,  yet  critical,  role.  It  is 
essential  to  understand  the  proper  role  of  government  if  the  econo¬ 
my’s  strong  performance  is  to  continue  and  to  improve. 

In  the  past,  two  opposing  visions  of  the  American  economy  have 
vied  for  dominance.  To  put  it  starkly,  one  is  a  Panglossian  view  of 
an  America  of  vigorous,  self-sufficient  individualism,  the  other  of  a 
world  in  which  government  is  primarily  renponsible  for  our  well¬ 
being.  The  first  view  is  one  of  Horatio  Algers  making  their  way  on 
their  own,  of  self-reliant  entrepreneurs  creating  wealth  from  which 
eveiyone  eventually  beneBts.  In  this  vision  the  main  job  of  govern¬ 
ment  is  to  keep  out  of  the  way,  to  do  no  harm.  This  economic 
worldview  has  its  roots  in  the  writings  of  Adam  Smith,  was  refined 
into  the  classical  liberalism  of  the  19th  centuiy,  and  has  persisted 
into  contemporary  times  in  the  riietoric  of  the  Reagan  President 
and  its  supporters. 

The  second  vision  is  one  that  distrusts  markets.  At  its  extreme, 
this  is  a  vision  of  an  America  full  of  monopolistic  firms  despoiling 
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the  environment  and  exploiting  the  masses  of  workers  to  earn  huge 
profits  for  a  handful  of  managers  and  shareholders.  It  sees  perva¬ 
sive  maricet  failures  producing  dire  consequences,  such  as  farmers 
and  woriiers  precluded  from  earning  a  decent  living,  and  large 
parts  of  society — ^particulaiiy  in  the  inner  cities  and  impoverished 
rural  areas— simply  left  behind.  The  hero  of  this  vision  is  govern¬ 
ment,  endowed  with  both  the  omniscience  and  the  omnipotrace  to 
cure  these  ills  throufi^  active  intervention  in  the  mariiet.  The  New 
Deal  crystallized  these  currents  into  a  new  kind  of  liberalism,  in 
some  ways  antithetical  to  the  old. 

THE  NEW  VISION 

Over  the  past  4  years,  this  Administration  has  promoted  a  third 
vision,  one  that  synthesizes  and  transcends  ^ese  two  polar 
woridviews.  This  vision  puts  individuals  at  its  center,  but  it  empha¬ 
sizes  that  individuals  live  within  and  draw  strength  from  commu¬ 
nities.  It  recognizes  that  many  have  been  left  behind  by  the  chang¬ 
ing  economy  and  may  need  government  assistance,  but  that  the 
role  for  government  is  limited:  it  can  and  should  promote  oppor¬ 
tunity,  not  dependence. 

This  new  vision  includes  a  renewed  conception  of  government — 
one  in  which  government  recognizes  both  the  market's  efficiencies 
oiuf  its  imperfections.  The  government  can  sometimes  make  mar¬ 
kets  work  better,  but  it  is  seldom  in  a  position  to  replace  them. 
Government  has  its  strengths  and  its  limitations.  We  need  to  un¬ 
derstand  those  limitations  and,  where  possible,  work  to  improve 
government’s  performance.  The  government  cannot  ignore  the  role 

martcet  forces  in  its  own  programs:  it  needs  to  take  advantage 
of  the  power  of  incentives  to  accomplish  its  objectives. 

Critics  of  government  often  pose  a  false  dilemma:  which  can  do 
the  job  better,  the  government  or  the  market?  Yet  the  question  is 
seldom  whether  government  should  replace  the  market,  but  rather 
whether  government  can  usefully  complement  the  market.  On  this 
question  a  consensus  holds  that,  in  many  particular  circumstances, 
the  answer  is  clearly  yes.  In  the  trou^  of  the  Great  Depression, 
for  example,  one  out  of  four  workers  was  without  a  job— deariy  the 
market  was  not  performing  well.  It  was  that  harrowing  experience 
that  led  to  enactment  of  the  Employment  Act  of  1946  (the  same 
legislation  that  established  the  Council  of  Economic  Advisers), 
which  assigned  to  the  Federal  Government  the  responsibility  to 
"promote  maximiun  employment,  production,  and  purchasing 
power.” 

Over  the  years,  economists  have  identified  the  various  cir¬ 
cumstances  in  which  markets  fail  to  produce  desirable  outcomes, 
and  in  which  selective  government  intervention  can  complement 
markets.  Ck>mpetition  may  be  imperfect,  market  participants  may 


lack  needed  information,  or  markets  may  be  missing.  Would-be 
innovators  and  entrepreneurs  may  fail  to  capture  enough  of  the 
benefits  of  their  activity  to  justify  their  effort,  or  the  users  of  re- 
soiuxes,  such  as  clean  air  and  water,  may  escape  the  full  costs  of 
their  use,  degrading  the  resources  for  all.  Although  such  problems 
may  occur  throughout  the  economy,  it  is  important  for  the  govern¬ 
ment  to  focus  on  those  that  are  particularly  severe.  Like  any  suc¬ 
cessful  enterprise,  it  must  identify  a  core  mission  and  pursue  it. 

GOVERNMENT’S  CORE  ECONOMIC  MISSION 

Government’s  presence  in  the  economy  has  become  so  pervasive 
that  we  can  easily  lose  sight  of  its  core  mission.  A  few  simple  prin¬ 
ciples  can  serve  as  a  guide  to  rediscovering  that  core  mission. 

The  criterion  for  government  involvement  in  any  activity  should 
not  be  how  essential  that  activity  is  to  the  economy,  or  how  many 
jobs  it  generates,  or  how  much  it  contributes  to  the  trade  balance. 
In  the  overwhelming  number  of  cases,  the  government  cannot  hope 
to  surpass  private  firms  at  generating  output,  jobs,  and  exports. 
The  proper  question  in  circumstances  where  a  choice  between  gov¬ 
ernment  and  the  market  arises  is  whether  any  reason  exists  not  to 
rely  on  markets.  Is  there — ^in  the  language  of  economists — ^a  market 
failure? 

The  government  should  focus  its  attention  on  those  areas  in 
which  markets  will  not  perform  adequately  on  their  own,  in  which 
individual  responsibility  is  insufficient  to  produce  desirable  results, 
and  in  which  collective  action  through  government  is  the  most  ef¬ 
fective  remedy.  Americans  are  better  off  in  a  society  in  which  indi¬ 
viduals  are  encoiutiged  to  exercise  as  much  responsibility  as  pos¬ 
sible.  But  both  economic  theory  and  historical  evidence  indicate 
that,  left  to  themselves,  individuals  and  firms  will  produce  too  little 
of  some  goods  like  basic  scientific  research,  and  too  much  of  others, 
such  as  pollution  and  toxic  wastes.  We  also  know  that,  without  gov¬ 
ernment  assistance,  many  children  from  disadvantaged  back¬ 
grounds  may  not  be  able  to  realize  their  full  potential.  Government 
social  insurance  programs  have  enabled  individuals  to  make  provi¬ 
sion  for  risks  that  almost  all  individuals  face  and  that,  at  the  time 
the  programs  were  launched,  markets  did  not — ^and  still  largely  do 
not — address  effectively.  Among  them  are  programs  that  provide 
some  insurance  against  unemployment,  retirement  benefits  secured 
against  the  risk  of  inflation,  and  medical  care  for  the  aged. 

It  is  essential  to  remember,  whenever  evaluating  an  existing  gov¬ 
ernment  program  or  contemplating  a  new  one,  that  the  government 
cannot  direct  resources  to  someone  without  taking  resources  away 
from  someone  else.  In  a  full-employment  economy  such  as  the  Na¬ 
tion  eqjoys  today  and  hopes  to  maintain,  misguided  subsidies  pull 
resources  away  firom  more  productive  sectors  and  divert  them  to- 
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ward  less  productive  ones.  Some  individuals  gain,  but  society  as  a 
whole  suffers  a  net  loss. 

To  prepare  the  economy,  and  the  government,  for  the  21st  cen¬ 
tury,  we  need  to  rethink  and  revitalize  our  policies  to  respond  to 
the  new  challenges.  We  also  need  to  strip  away  outmoded  programs 
that  respond  primarily  to  problems  of  the  past. 

AN  INTERNATIONAL  VISION 

In  international  just  as  in  domestic  economic  polity,  two  fun¬ 
damentally  different  visions  have  long  dominated  the  ddi)ate.  At 
one  extreme,  coimtries  interact  atomistically  in  an  imdifferentiated 
world  of  free  trade  abroad  and  fm  markets  at  home.  In  this  view, 
international  economic  relations  are  just  a  matter  of  opening  mar¬ 
kets.  The  other  perspective  harks  back  to  18th-century  mercantil¬ 
ism,  often  supplemented  with  metaphors  from  the  Cold  War.  It  re¬ 
places  ideological  competition  with  economic  competition,  and  sees 
the  gains  on  one  side  of  the  border  coming  at  the  ocpense  of  losses 
on  ^e  other.  The  trade  deficit,  in  this  view,  replaces  the  missile 
gap  as  the  measure  of  our  national  inadequaty. 

Here,  too,  this  Administration  has  sought  to  carve  a  new  path. 
It  recognizes  the  benefits  of  free  trade,  but  also  the  existence  of 
international  public  goods,  not  just  in  the  trade  arena  but  in  other 
dimensions  of  international  affairs  as  well.  This  new  vision  does 
not  split  the  difference  between  these  two  views;  rather,  it  reo^- 
nizes  that  the  vision  of  trade  as  war  is  profoundly  wrong.  Trade  is 
not  a  zero-sum  game.  It  does  not  merely  create  a  winner  for  every 
loser,  all  countries  can  gain.  As  America's  trading  partners  grow, 
they  buy  more  U.S.  goods  and  services.  As  the  U.S.  economy  grows, 
we  buy  more  of  theirs,  so  that  trade  can  play  a  catalytic  role  in  a 
virtuous  tycle  of  ever-higher  levels  of  growth  and  living  standards. 
The  opposite  is  also  true:  attempts  by  many  countries  in  the  1930s 
to  escape  from  the  Great  Depression  by  pursuing  beggar-thy-neigh- 
bor  policies  only  made  eveiyone  worse  off 

Defenders  of  free  trade  can  do  it  a  disservice  by  promoting  it  as 
a  way  to  create  more  jobs  or  to  reduce  bilateral  trade  deficits.  Jobs, 
the  unemployment  rate,  and  the  overall  balance  of  payments  are 
ultimately  a  consequence  of  macroeconomic  policies,  not  of  trade 
barriers.  The  real  objective  of  free  trade  is  to  raise  living  standards 
by  ensuring  that  more  Americans  are  woiking  in  areas  where  the 
United  States  is  comparatively  more  productive  than  its  trading 
partners.  In  a  full-employment  economy,  trade  has  more  impact  on 
the  distribution  of  jobs  than  on  the  quantity  of  jobs. 

The  new  philosophy  recognizes  that  unfettered  global  markets 
are  not,  by  themselves,  sufficient.  Markets  function  best  within  an 
institutional  environment  that  makes  rules  to  promote  free  com¬ 
petition  while  facilitating  the  cooperation  necessary  for  a  stable 


world  economy.  What  is  required  is  general  understanding  of  the 
issues  and  difficulties  in  international  trade  and  mutual  commit¬ 
ments,  of  the  kind  embodied  in  the  General  Agreement  on  Tariffs 
and  Trade  and  the  World  Trade  Organization  (WTO),  not  to  allow 
the  pleadings  special  interests  to  interfere  with  the  gains  that 
all  eqjoy  from  free  international  trade. 

The  new  philosophy  also  recognizes  that  just  as  domestic  public 
goods  will  l>e  underprovided  by  free  markets  at  home,  so  a  deo«i- 
tralized  trading  system  is  insufficient  to  supply  public  goods  that 
benefit  people  around  the  globe.  An  important  example  of  an  inter¬ 
national  public  good  is  economic  cooperation,  including  that  essen¬ 
tial  to  maintaining  free  trade.  Basic  research  and  a  clean  envinm- 
ment  are  other  examples  of  international  public  goods  in  which  co¬ 
operation  can  provide  benefits  to  the  United  States,  while  also 
helping  other  countries.  In  making  these  international  public  goods 
available,  we  need  to  combine  competition  in  the  international 
marketplace  with  cooperation  in  establishing  the  rules  of  the  game. 

THE  ECONOMIC  RECORD 

In  1992,  against  a  backdrop  of  an  uncertain  and  jobless  recovery 
and  rising  budget  deficits,  the  then-Governor  of  Arkansas,  cam¬ 
paigning  for  President,  set  two  basic  goals  for  economic  perform¬ 
ance  in  his  first  term:  to  establish  an  economic  environment  in 
which  more  than  8  million  jobs  would  be  created,  and  to  cut  the 
Federal  budget  deficit  in  half.  Both  these  goals  have  been  sur¬ 
passed. 

THE  ACHIEVEMENTS 

In  1992  the  national  imemployment  rate  averaged  7.5  percent. 
Almost  10  million  people  were  looking  for  work.  Over  the  last  4 
years  the  unemployment  rate  has  come  down  to  5.4  percent.  Not 
only  has  the  economy  created  more  than  11  million  new  jobs,  over 
3  million  more  than  promised,  but  the  new  jobs  are  mostly  good 
jobs;  two-thirds  of  recent  employment  growth  has  been  in  industry/ 
occupation  groups  paying  wages  above  the  median. 

Meanwhile  underlying  inflationary  pressures  have  subsided.  In 
1992,  inflation  as  measured  by  the  core  consumer  price  index  (the 
core  CPI  excludes  the  volatile  food  and  energy  components)  was  3.7 
percent.  In  1996  core  inflation  was  only  2.7  percent.  The  combina¬ 
tion  of  low  unemployment  and  stable  inflation  has  given  the  United 
States  the  lowest  ‘Wsety  index”  since  the  1960s  (Chart  1-1).  Some 
of  the  key  factors  contributing  to  the  economy’s  increased  ability  to 
maintain  both  stable  prices  and  low  unemplo3rment  are  analyzed  in 
Chapter  2.  Among  the  important  ingredients  are  increasing  com¬ 
petition  and  greater  openness  to  the  rest  of  the  worid  economy. 


Economic  growth  has  been  strong  and  sustainable.  The  economic 
expansion  has  been  mailed  by  a  healthy  balance  among  the  com¬ 
ponents  of  demand.  Private,  not  public,  demand  has  been  the  en¬ 
gine  oi  growth.  The  Administration’s  initiative  to  reinvent  govern¬ 
ment  has  slowed  the  growth  c/(  the  public  sector.  Private  sector  de¬ 
mand,  by  contrast,  has  grown  at  a  3.2  percent  annual  rate  since 
the  beginning  of  this  Administration,  up  from  2.4  percent  over  the 
previous  12  years.  It  is  particularly  heartening  to  note  that  invest¬ 
ment  and  exports  have  led  the  expansion.  Investment  is  booming: 
real  spending  on  producers*  durable  equipment  has  grown  a  stun¬ 
ning  11  percent  per  year  since  1993.  Not  only  has  investment  been 
the  strongest  component  of  demand  for  the  past  4  years,  but  the 
new  structures  and  equipment  that  it  represents  will  remain  part 
of  the  Nation’s  capital  stock,  promoting  growth  and  productivity  for 
years  to  come.  Hie  second-strongest  component  of  growth  has  been 
exports,  which  have  increased  by  7  percent  per  year  since  this  Ad¬ 
ministration  took  office. 


Clwrtl-1  TlM"Mswy  Index" 

The  combination  of  a  km  unemployment  rate  and  stable  inflatkm  has  produced  the  lowest 
"misefy  Index*  since  the  1960s. 


NMa:  Th*  ‘ml— ry  ind—*  e  Sw  sum  of  tw  unatnploym—l  rale  and  CPI  InSaMon. 
Sowoe:  Cound  of  Eooiwnilc  AcMaera  baaed  on  DapartmaiN  of  Labor  (Ma. 


Just  as  important  as  today’s  copjuncture  of  growth,  unemploy¬ 
ment,  and  inflation  is  the  question  of  whether  the  economy  can 
continue  to  grow,  with  low  unemployment  and  stable  inflation.  In 
terms  of  sustainability  and  sound  fundamentals,  this  expansion  is 
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one  of  the  strongest  in  recent  memory.  In  contrast,  much  of  the 
growth  of  the  1980s  and  early  1990s  was  fueled  by  large  deficits 
and  a  quadrupling  of  the  national  debt.  This  path  of  growth  fueled 
by  government  spending  could  not  have  continued  indefinitely.  No 
less  important,  over  that  period  changes  in  the  tax  system  created 
perverse  incentives  that  led  to  overbuilding  of  commercial  real  es¬ 
tate  and  hi^  vacancy  rates.  Althou^  investment  rates  were  high, 
mudi  of  this  investment  did  not  enhance  the  long-run  productive 
potential  of  the  economy.  Another  factor  that  bodes  well  for  this  ex¬ 
pansion  to  continue  is  the  health  of  the  financial  system,  which  has 
finally  recovered  from  the  debacle  of  the  late  19808,  caused  in  part 
by  lax  regulatory  oversight. 

Not  only  has  the  economy  grown  rapidly  and  sustainably,  but  the 
fruits  of  that  growth  have  b^un  to  be  shared  more  equitably.  Be¬ 
tween  1993  and  1995,  the  most  recent  year  for  which  data  are 
available,  the  poverty  rate  fell  from  15.1  percent  to  13.8  percent — 
the  largest  2  year  drop  in  over  20  years.  Poverty  rates  for  elderly 
and  for  black  Americans  reached  their  lowest  levels  since  these 
data  began  to  be  collected  in  1959.  Not  only  have  the  incomes  of 
every  quintile  of  the  income  distribution  increased,  but  the  largest 
percentage  increase  has  been  seen  by  the  poorest  in  American  soci¬ 
ety.  Median  real  household  income  rose  2.7  percent  in  1995 — and 
more  if,  as  some  believe,  the  CPI  has  been  overstating  actual  infla¬ 
tion.  Chapter  5  provides  more  details  on  trends  in  household  in¬ 
come  and  the  factors  that  may  account  for  the  recent  decrease  in 
inequality,  which  appears  to  be  larger  than  the  normal  (yclical  im¬ 
provement. 

THE  REASONS 

Since  1993  this  Administration  has  developed  a  comprehensive 
agenda  that  has  contributed  to  the  Nation’s  current  economic 
health  and  strength.  The  key  elements  of  this  agenda  are  reducing 
the  deficit,  opening  markets  at  home  and  abroad,  and  restoring 
prudence  to  macroeconomic  management. 

Reducing  the  Deficit 

The  Administration’s  most  important  economic  policy  accomplish¬ 
ment  has  been  a  substantial  reduction  in  the  Federal  budget  defi¬ 
cit.  Since  the  1992  fiscal  year  the  deficit  has  been  cut,  not  just  in 
half  as  the  President  promised,  but  by  63  percent— from  $290  bil¬ 
lion  in  1992  to  $107  billion  in  fiscal  1996  (Chart  1-2).  As  a  share 
ci  gross  domestic  product  (GDP),  the  deficit  has  fallen  over  the 
same  period  from  4.7  percent  to  1.4  percent — ^its  lowest  level  in 
more  than  20  years.  In  1992  the  U.S.  general-government  deficit 
(the  combined  deficit  for  all  levels  of  government)  was  larger  in  re¬ 
lation  to  the  economy  than  the  deficits  of  Japan  or  Germany  were 


to  theirs;  today  it  is  a  smaller  fraction  of  GDP  than  in  any  other 
ms^r  industrialized  economy. 

Chart  1-2  Fadaral  Budget  Oaficit 

Since  fiscal  year  1992,  the  Federal  budget  deficit  has  been  cut  by  63  percent 
BHofw  of  cuRsm  (Mart 
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The  dramatic  decline  in  the  deficit  over  the  past  4  years  is  the 
result  of  many  factors.  By  far  the  most  important  are  the  fiscal  pol¬ 
icy  changes  adopted  in  the  Omnibus  Budget  Reconciliation  Act  of 
1993  (OBRA93)  and  the  stronger  economic  performance  to  which  it 
contributed.  Under  the  policies  in  place  when  this  Administration 
took  office,  the  1996  deficit  was  projected  to  rise  to  $298  billion, 
even  though  the  projection  assumed  5  years  of  robust  expansion. 

Lower  spending  and  increased  revenues  resulting  from  OBRA93 
and  subsequent  legislation  were  responsible  for  more  than  $100  bil¬ 
lion  of  deflcit  reduction  in  the  Hscal  year  that  ended  in  September 
1996.  The  remaining  budget  savings  are  due  to  a  combination  of 
higher-than-expected  tax  revenues  and  lower-than-expected  spend¬ 
ing,  which  resulted  from  the  stronger  economy  and  a  variety  of 
technical  factors  unrelated  to  legislative  changes.  Many  of  these 
economic  and  technical  factors  are  also  the  product,  although  less 
directly,  of  the  Administration’s  policies — ^including  the  policy  of 
deficit  reduction  itself.  Even  though  the  Administration  felt  con¬ 
fident  that  its  policies  would  signiflcantly  improve  the  economy,  it 
continued  to  use  conservative  forecasts  for  budgetary  purposes: 
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growth  in  every  year  of  this  Administration  has  turned  out  to  ex¬ 
ceed  these  budgetary  forecasts. 

It  is  difficult  to  say  with  confidence  what  would  have  happened 
had  the  Administration  not  put  deficit  reduction  at  the  top  of  its 
economic  agenda  and  pushed  through  OBRA93.  A  controlled  experi¬ 
ment  on  the  entire  macroeconomy  is  obviously  impossible,  but  a 
simple  analysis  can  provide  some  insights.  We  can  say,  first  of  all, 
that  if  deficits  had  continued  at  the  levels  projected  in  1992,  the 
Federal  debt  today  would  be  half  a  trillion  dollars  higher  than  the 
$3.7  trillion  currently  held  by  the  public.  With  so  much  more  accu¬ 
mulated  debt,  and  with  higher  deficits  continuing,  interest  rates 
would  certainly  be  higher  than  they  are  today.  The  more  restrained 
fiscal  policy  helped  create  conditions  that  enabled  the  Federal  Re¬ 
serve  to  maintain  a  more  expansionary  stance — ^that  is,  lower 
short-term  interest  rates — than  it  might  have  otherwise.  It  is  hard 
to  imagine  that  the  rapid  expansion  of  investment  in  producers’  du¬ 
rable  equipment  that  has  supported  this  expansion  could  have  hap¬ 
pened  in  an  environment  of  higher  interest  rates. 

The  effect  of  deficit  reduction  on  business  confidence  has  been 
less  tangible,  but  no  less  important.  Business  confidence  was  weak 
in  1992:  business  leaders  felt  genuine  concern  about  the  mounting 
deficits  and  the  political  system’s  evident  inability  to  address  the 
underlying  issues.  Such  anxieties  are  bad  for  investment.  After  12 
years  of  budgetary  excess,  however,  this  government  has  finally 
showed  that  it  can  bring  its  own  finances  under  control.  But  con- 
ftdence  is  something  that  has  to  be  continually  renewed.  That  is 
why  this  Administration  is  committed  to  continuing  to  reduce  the 
deficit  to  zero. 

In  short,  had  the  Administration  not  put  deficit  reduction  at  the 
top  of  its  economic  agenda,  the  Nation’s  debt  would  surely  be  much 
larger,  and  its  economic  future  bleaker,  than  they  are  today.  And 
it  is  unlikely  that  the  economy  would  have  experienced  as  healthy 
an  expansion  as  it  has. 

Opening  Markets  at  Home 

Another  cornerstone  of  the  Administration’s  economic  strategy 
has  been  an  aggressive  policy  of  reforming  regulatory  structures  in 
key  sectors  of  the  economy,  including  telecommunications,  elec¬ 
tricity,  and  banking.  In  reforming  electricity  and  telecommuni¬ 
cations  regulation,  Uie  Administration’s  belief  was  that  the  proper 
regulatory  structure  would  enhance  competition,  which  would  lead 
to  valuable  new  services  and  lower  prices.  Recent  ftnancial  reforms 
have  provided  greater  incentives  for  competition  and  innovation,  in 
ways  that  have  reduced  the  overall  cost  of  regulation  to  both  the 
government  and  the  banking  sector  itself  while  preserving  and  en¬ 
hancing  the  safety  and  soundness  of  the  Nation’s  banks.  On  the  en¬ 
vironmental  front,  the  Administration  has  shown  that  regulatory 
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policies  that  recognize  the  importance  incentives  can  be  both 
cheaper  and  more  effective  than  traditional  regulatory  controls. 
Tradable  permits  for  sulfur  dioxide  emissions  are  a  prime  example. 
The  full  import  of  these  and  other  regulatoiy  changes  will  not  be 
felt  for  years  to  come. 

Opening  Markets  Abroad 

The  third  element  of  the  Administration's  economic  policy  has 
been  an  aggressive  effort  to  increase  exports  through  tlm  opening 

markets  abroad.  Two  nu^r  trade  agreements — the  North  Amer¬ 
ican  Free  Trade  Agreement  (NAFTA)  and  the  Uruguay  Round  ac¬ 
cord  of  the  General  Agreement  on  Tariffs  and  Trade,  which  estab¬ 
lished  the  World  Trade  Organization — ^were  enacted  during  the 
President’s  first  term.  The  first  migor  fruits  of  the  WTO  are  now 
on  the  horizon,  with  the  December  1996  agreement  in  Singapore  to 
reduce  tariffs  on  a  wide  variety  <3S  information  technology  products 
to  zero.  The  United  States  will  certainly  gain,  both  as  a  ms^r  ex¬ 
porter  of  information  technology  and  as  an  importer,  as  American 
industries  take  advantage  new  foreign  technologies  that  will 
lower  their  costs  and  increase  their  productivity.  In  addition,  the 
value  of  NAFTA  to  U.S.  exports  was  proved  diiring  Mexico’s  1995 
financial  crisis.  Despite  Mmdoo’s  sharp  economic  contraction, 
NAFTA  ensured  that  Mexico  kept  its  maricets  open  to  U.S.  prod¬ 
ucts,  in  sharp  contrast  to  the  restrictive  policies  that  had  followed 
Mexico’s  1982  financial  crisis.  As  a  result,  U.S.  exports  were  main¬ 
tained,  and  by  1996  they  had  risen  to  new  records.  Mmdco  also 
benefited  because  NAFTA  prevented  any  potential  recourse  to  insu¬ 
lar  and  protectionist  policies;  partly  as  a  result,  by  the  second  half 
of  1995  the  Mexican  economy  had  started  to  recover. 

Two  other  msgor  regional  groupings— our  Pacific  Rim  trading 
partners  in  the  Asia-Padfic  Economic  Cooperation  forum  and  our 
Western  Hemisphere  neighbors  engaged  in  talks  toward  a  Free 
Trade  Area  of  the  Americas — ^have  made  commitments  toward  free 
trade  among  their  members  by  2020  and  2005,  respectively.  More 
than  200  other  trade  agreements  have  been  completed  since  the  be¬ 
ginning  of  this  Administration. 

As  already  noted,  U.S.  exports  have  boomed,  especially  in  those 
areas  where  trade  agreements  have  been  reached.  Increased  trade 
allows  the  United  States — and  its  trading  partners — to  exploit  com¬ 
parative  advantage.  These  gains  from  trade  are  reflected  in  the  fact 
that  wages  in  jobs  supported  by  goods  mcports  are  13  to  16  percent 
higher  than  the  national  average.  Some  critics  suggest  tl^t  the 
growth  in  exports  was  simply  a  matter  of  exchange  rates  tilting  in 
favor  of  the  United  States.  Over  the  last  4  years,  however,  the 
trade-wei^ted  exchange  rate  of  the  dollar  (a  standard  measure  of 
exchange  rates  with  all  of  the  United  States’  principal  trading  part¬ 
ners)  changed  by  only  about  2  percent. 


Restoring  Confidence  in  Economic  Policymaking 

Americans  now  have  more  confldence  in  their  government’s  han¬ 
dling  of  the  economy.  Polls  show  that  more  Americans  rated  the 
conduct  of  economic  poli<7  favorably  in  November  1996  than  at  any 
time  in  the  previous  decade.  This  vote  of  conAdence  was  the  result 
of  a  number  of  factors.  First,  the  government  was  putting  into 
practice  an  economic  philosophy  that  not  only  seemed  to  be  work¬ 
ing,  but  was  in  accord  with  the  country’s  basic  values.  That  eco¬ 
nomic  philosophy,  as  enunciated  above,  understands  both  that  nei¬ 
ther  the  market  nor  the  government  can  correct  all  the  short¬ 
comings  in  American  society.  Government  has  a  place,  but  govern¬ 
ment  has  to  know  its  place.  The  initiatives  outlined  above — from 
getting  the  deficit  under  control  to  securing  the  long-overdue  pas¬ 
sage  of  a  new  telecommxmications  bill — were  proof  that  this  philos¬ 
ophy  could  work. 

Not  only  was  the  substance  of  economic  policy  viewed  as  a  suc¬ 
cess;  so  was  the  process  of  policy  development.  The  establishment 
of  a  National  Economic  Cotmcil  (NEC)  to  oversee  that  process  en¬ 
sured  that  the  economy  would  get  the  same  attention  within  the 
White  House  that  foreign  affairs  had  gotten  since  the  National  Se¬ 
curity  Council  was  established  nearly  50  years  earlier.  The  NEC 
has  effectively  coordinated  the  inputs  of  tJie  many  Federal  agen¬ 
cies,  to  ensure  that  the  President  receives  the  best  options  and  ad¬ 
vice,  without  setting  agen^  against  agency  in  wasteful  internal 
turf  battles.  Also,  the  public  differences  between  the  Federal  Re¬ 
serve  and  the  executive  branch  that  had  sometimes  characterized 
earlier  Administrations  were  replaced  with  a  respect  for  the  central 
bank’s  independence. 

THE  ECONOMIC  AGENDA 

The  United  States  still  faces  mtyor  economic  challenges.  Amer¬ 
ican  technology,  the  economy,  and  society  are  all  changing  rapidly. 
Instead  of  ignoring  or  lamenting  these  changes,  the  Nation  must 
embrace  them,  transforming  problems  into  opportimities.  We  can 
do  this  only  if  we  set  a  coherent  economic  agenda.  This  Administra¬ 
tion  has  already  accomplished  much  with  the  policies  of  the  last  4 
years.  In  the  next  4  years  the  Administration  will  continue  to  build 
on  those  policies,  holding  fast  to  its  new  vision  of  the  government’s 
role  in  the  economy  as  the  basis  for  an  agenda  to  promote  growth, 
opportunity,  and  responsibility. 

GROWTH 

Productivity  growth  has  been  slow  since  the  early  1970s.  Since 
1973,  annual  rises  in  productivity  in  nonfarm  businesses  have 
averaged  1.1  percent,  a  drastic  decline  from  the  2.8  percent  annual 


average  that  the  Nation  eiyoyed  between  1960  and  1973  (Chart  1- 
3).  Biases  in  the  methods  used  to  calculate  these  numbers  may  ex¬ 
aggerate  the  slowdown  (a  question  taken  up  in  Chapter  2),  but 
something  has  undoubtedly  happened  to  slow  the  pace  at  which 
output  per  hour  increases  (Box  1-1).  Slower  productivity  growth 
has  the  direct  consequence  of  retarding  increases  in  the  Nation’s 
standard  of  living.  It  also  places  obstacles  in  the  way  of  solving 
some  of  the  Nation’s  other  challenges.  Americans  may  be  less  sup¬ 
portive  of  freer  trade  when  trade  liberalization  has  been  associated, 
however  spuriously,  with  slower  growth.  It  will  be  harder  to  bal¬ 
ance  the  budget  over  the  long  term,  especially  while  supporting  a 
growing  aged  population,  when  productivity  growth  is  slow.  And 
workers  are  more  reluctant  to  share  their  resources  with  those  who 
are  worse  off  when  they  feel  that  their  own  wages  are  stagnant. 

Chart  1-3  Actual  and  Trend  Labor  Productivity 

Labor  productivity  has  grown  at  a  1 .1  percent  average  annual  rate  since  1973. 


Index,  1992  •  100  (ratio  scale) 


Note:  Data  are  tor  the  nonfarm  business  sector. 

Source:  Department  of  Labor. 

The  sources  of  economic  growth  can  be  grouped  under  three 
headings;  increases  in  physical  capital,  improvements  in  human 
capital,  and  increases  in  the  overall  efficiency  of  the  economy — the 
amount  of  output  per  unit  of  input.  The  Administration’s  economic 
agenda  is  based  on  strengthening  each  of  these  three  pillars  of  eco¬ 
nomic  growth. 
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Box  1*1. — ^Explaining  the  Productivity  Slowdown 

The  framework  that  economists  use  to  decompose  growth  into 
contributions  of  physical  capital,  human  capital,  and  their  efficiency 
can  be  used  to  understand  the  causes  of  the  productivity  slowdown. 
*nda  slowdown,  which  began  around  1973,  was  simitar  in  its  timing 
aii^  magnitude  in  all  the  advanced  industrial  economies.  Conse-^ 
tiuetitly,  it  cannot  be  explained  by  purely  domestic  factors. 

Slower  growth  of  inputs — ^physical  capital  and  human  capital — 
Is  amt  a  major  cause  of  the  slowdown.  The  capital-labor  ratio  has 
a  bit  more  slowly  since  1973,  but  only  enough  to  accoant  for 
percentage  point  of  the  approximately  2-percentage-point  de- 
citdlie  in  productivity  growth.  And  the  rate  of  increase  of  Imman 
c:^Hal — the  education  and  experience  of  workers — has  actually  in¬ 
creased  since  the  1950s  and  1960s.  Human  capital  growth  now  ac- 
,  eohiits  for  not  only  a  larger  share  of  productivity  growth  (27  fusr- 
cent  from  1973  to  1994,  compared  with  3  percent  from  i960  to  1973), 
bat  a  larger  absolute  amount  as  well  (0.3  percentage  point  versus 
0.1  |»en»»htage  point).  Policies  to  increase  investment,  education, 
and  training,  however  important  for  other  reasons,  do  not  address 
the  «nd^^i|||  causes  of  the  slowdown. 

^  accottniing  perspective,  almost  the  entire  slowdown  is 

to  a  decrease  in  multifactor  productivity  growth,  that 
is.f  the  effkiency  with  which  capital  and  labor  are  used.  Although 
the  causes  are  murky,  some  insight  comes  from  the  explanation  of 
the  productivity  speedup  of  the  1950s  and  1960s.  Some  of  that  era’s 
abnormally  rapid  productivity  growth  resulted  from  the  private 
sector’s  use  for  civilian  purposes  of  the  burst  of  innovation — largely 
gov^nment  frinded— inspired  by  the  war  effort  in  the  1940s.  Some 
knpm^tant  examples  are  the  digital  computer,  other  advances  in  elec- 
and  the  development  of  nuclear  energy.  Thus,  although  we 
tli^iet  understand  the  causes  of  the  slowdown,  policies  aimed 
at  increased  sopp<Kt  for  science  and  technology  are  obviously  strong 
Candidates  to  be  part  of  the  solution. 


Incre<xsing  Physical  Capital 

The  first  pillar  of  economic  growth  is  increases  in  physical  cap¬ 
ital,  which  enable  workers  to  produce  more  goods  and  services.  Be¬ 
cause  it  reduces  the  government’s  borrowing,  deficit  reduction  will 
remain  the  key  to  how  much  of  national  saving  is  available  for  pri¬ 
vate  investment  in  physical  capital.  The  Nation  has  made  great 
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progress  in  bringing  down  the  deficit  in  the  last  4  years,  but  this 
ground  will  be  lost  unless  we  address  the  strains  that  some  of  the 
mtyor  entitlement  programs  will  place  on  the  budget  over  the  long 
term.  As  the  population  ages,  expenditures  on  Social  Security  are 
expected  to  grow  from  an  estimated  4.7  percent  of  GDP  in  1996  to 
around  6.4  percent  in  2030,  then  stabilize.  A  much  more  serious 
challenge  is  posed  by  Medicare  and  Medicaid.  If  nothing  is  done  to 
reform  these  programs,  their  outlays  are  projected  to  grow  from  an 
estimated  3.9  percent  of  GDP  in  1996  to  13.0  percent  in  2050. 
Their  projected  growth  is  due  not  just  to  the  aging  of  the  popu¬ 
lation,  as  in  the  case  of  Social  Security,  but  also  to  the  expectation 
that  the  volume  and  intensity  of  medical  services  consumed  will 
continue  their  rapid  rise.  Chapter  3  analyzes  the  factors  underlying 
these  projections  and  some  of  their  implications  for  the  future  of 
these  programs. 

Assuming  Federal  tax  revenues  remain  at  their  historically  con¬ 
stant  level  of  around  18  percent  of  GDP,  the  projected  increase  in 
entitlements,  especially  Medicare  and  Medicaid,  will  have  one  of 
two  effects;  either  it  will  balloon  the  budget  deficit,  or  it  will  all  but 
crowd  out  other  vital  government  expenditiires,  including  those 
necessary  to  sustain  long-term  economic  growth,  such  as  education 
and  research  and  development.  The  deficit  reduction  of  the  last  4 
years,  however,  has  put  the  Nation  in  a  position  to  address  these 
long-term  issues  in  a  manner  that  preserves  the  important  achieve¬ 
ments  of  Medicare,  Medicaid,  and  Social  Security. 

When  the  government  runs  a  smaller  deficit,  it  absorbs  less  pri¬ 
vate  saving  and  frees  up  resources  for  private  sector  investment. 
But  public  investments  in  infrastructure,  such  as  roads,  schools, 
and  airports,  are  also  important.  It  is  false  economy  to  release 
funds  for  investment  in  one  area  by  cutting  back  in  another  where 
the  need  and  the  return  are  just  as  great.  Entrepreneurs  will  be 
reluctant  to  build  new  factories,  homes,  and  offices  if  the  highways 
and  bridges  that  link  them  are  inadequate  for  the  new  traffic  they 
generate. 

To  be  sure,  government  must  take  pains  to  see  that  every  dollar 
it  invests,  like  every  other  government  dollar,  is  well  spent.  We 
have  to  think  hard  about  how  to  put  into  place  incentives  that 
make  such  outcomes  more  likely.  And  we  have  to  think  carefully 
about  which  public  investments  should  be  the  responsibility  of  the 
Federal  Government  and  which  the  responsibility  of  States  and  lo¬ 
calities.  But  fear  of  misdirected  investment  should  not  lead  to 
underinvestment,  because  too  little  investment  is  costly  to  future 
growth.  In  short,  we  should  not  create  an  infrastructure  deficit 
while  attempting  to  improve  the  budget  deficit. 
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Improving  Human  Capital 

The  second  pillar  of  economic  growth  is  improvements  in  what 
economists  call  human  capital;  the  knowledge,  experience,  and 
skills  of  the  workforce.  As  the  economy  has  changed,  the  demands 
imposed  on  the  brainpower  of  the  ^nerican  workforce  have  in¬ 
creased  enormously.  As  Chapter  5  reveals,  the  returns  to  edu¬ 
cation,  as  measured  by  the  difference  in  incomes  between  college 
and  high  school  graduates,  have  risen  sharply  in  the  last  20  years. 
Much  of  this  difference  probably  reflects  the  increasing  importance 
of  computer  skills  in  the  workplace. 

Many  American  schools  do  a  superb  job  of  human  capital  forma¬ 
tion,  but  some  are  failing  at  the  task.  Standardized  test  scores  re¬ 
flect  only  part  of  the  learning  that  goes  on  in  schools,  yet  the  fact 
that  American  children  perform  less  well  on  standard  science  and 
mathematics  tests  than  many  of  their  foreign  cmmterparts  is  a  con¬ 
tinuing  source  of  concern.  There  is  no  easy  answer. 

Recognizing  the  challenge  that  these  changes  pose,  the  President 
has  set  ambitious  goals  for  the  Nation’s  education  system:  every  8- 
year-old  should  be  able  to  read,  eveiy  12-year-old  should  be  able  to 
log  onto  the  Internet,  every  18-year-old  should  be  able  to  go  to  col¬ 
lege,  and  every  classroom  and  library  in  America  should  be  linked 
to  the  Internet. 

An  array  of  policies,  current  and  proposed,  are  directed  toward 
achieving  these  goals.  The  America  Reads  initiative,  working 
through  the  National  Service  program,  will  call  on  thousands  of 
people  to  mobilize  an  army  of  a  million  volunteer  tutors,  dedicated 
to  ensuring  that  every  child  in  America  can  read  by  the  age  of  8. 
A  good  education  in  the  early  years  of  a  child’s  life  is  necessary, 
but  hardly  sufficient  to  endow  that  child  with  the  skills  that  our 
technological  society  demands.  Therefore,  in  addition  to  early-edu- 
cation  programs,  we  need  to  promote  technology  in  the  classroom 
and  encourage  young  people  to  take  more  years  of  college. 

Although  the  returns  to  additional  years  of  education  are  sub¬ 
stantial— between  5  percent  and  15  percent — ^without  government 
involvement  many  students  would  find  it  difficult  to  borrow  for  col¬ 
lege.  Not  only  do  they  lack  a  credit  history,  but  they  cannot  borrow 
against  expected  future  earnings — Shuman  capital  cannot  be 
pledged  as  collateral.  The  result  is  a  classic  market  failure:  mar¬ 
kets  by  themselves  do  not  provide  all  the  education  for  which  the 
benefits  exceed  the  costs,  even  when  the  benefits  are  measured 
only  in  narrow  economic  terms.  Since  the  G.I.  Bill  was  passed  in 
the  1940s,  the  Federal  Government  has  had  an  acknowledged  role 
in  making  higher  education  more  affordable.  Policies  already  imple¬ 
mented  by  this  Administration  are  bringing  us  much  closer  to  the 
day  when  every  American  who  wants  to  will  be  able  to  attend  at 
least  2  years  of  collie.  Under  the  new  direct  student  loan  pro- 


32 


gram,  for  example,  individuals  can  borrow  money  for  college  di¬ 
rectly  from  the  Federal  Government  and  tailor  their  repayments  to 
suit  their  own  financial  circumstances.  Seeking  to  build  on  the  suc¬ 
cess  of  this  program,  the  President  has  also  proposed  tuition  tax 
credits,  to  support  those  seeking  higher  education,  and  penalty-free 
withdrawals  from  individual  retirement  accounts,  to  encourage 
them  to  save  for  it  themselves. 

Meanwhile  the  Technology  and  Literacy  Challenge  initiative  is 
bringing  advanced  computer  technology  into  every  classroom  in  the 
Nation.  It  is  making  significant  progress  toward  ensuring  that  all 
American  students  are  computer  literate,  equipped  with  the  skills 
they  will  need  in  the  21st  century.  Under  this  initiative,  20  percent 
of  all  the  schools  in  California  have  already  been  wired  to  the 
Internet — a  good  example  of  government  and  the  private  sector 
complementing  each  other.  The  Federal  Government  served  as  en¬ 
trepreneur  for  this  initiative,  but  much  of  the  work  was  done  by 
50,000  volunteers,  with  many  of  the  Nation's  leading  high-tech¬ 
nology  firms  donating  equipment.  The  initiative  also  stresses  the 
development  of  educational  software  and  the  training  of  teachers  to 
harness  the  potential  of  these  new  technologies. 

Other  steps  are  important  in  preparing  the  Nation’s  educational 
system  for  the  21st  century.  Recent  reports  have  documented  the 
extent  to  which  America’s  public  schools  have  become  dilapidated. 
Schools  with  leaky  and  collapsing  roofs  have  had  to  be  closed.  Be¬ 
cause  students  need  a  more  conducive  environment  in  which  to 
learn,  the  President  has  proposed  $5  billion  in  Federal  funding  to 
support  a  program,  administered  by  the  States,  that  would  spend 
$20  billion  for  school  construction  and  renovation.  Additional  ef¬ 
forts  are  focused  on  enhancing  resources  for  those  communities  fac¬ 
ing  the  hardest  problems  (e.g.,  those  with  disproportionate  num¬ 
bers  of  disadvantaged  children),  improving  standards  through  the 
Goals  2000  program,  and  promoting  new  approaches  through  the 
charter  school  movement. 

Education  does  not  end  with  collie.  That  is  why  this  Adminis¬ 
tration  has  consistently  emphasized  lifelong  learning  and  employ- 
ability  security,  to  boost  economic  growth  and  reduce  the  ad^ust- 
ment  costs  associated  with  a  vibrant  economy.  Unfortimately,  the 
legacy  of  past  efforts  in  this  sphere  has  left  workers  facing  a  com¬ 
plicated  maze  of  dozens  of  government-assisted  training  programs, 
each  with  its  own  rules,  regulations,  and  restrictions.  The  Presi¬ 
dent  has  proposed  replacing  this  complex  system  with  a  single 
choice-based  system  for  adults.  This  system  should  use  a  market- 
oriented  approach,  relying  on  training  vouchers  or  grants  to  em¬ 
power  people  directly  to  seek  the  training  that  will  help  them  the 
most. 
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Research  and  Development 

The  third  pillar  of  growth  is  greater  economic  efficiency — learn-  | 

ing  to  produce  more  output  with  fewer  inputs.  Additions  to  the  Na-  I 
tion’s  technological  arsenal  through  research  and  development  are 
an  important  contributor  to  efficiency:  private  industry  invests  over 
$100  billion  in  research  and  development  each  year.  Tliis  is  a  huge  1 
sum,  but  it  may  not  be  enocigh:  history  and  economic  theory  sug¬ 
gest  that,  left  to  their  own  devices,  private  firms  will  not  invest  suf¬ 
ficiently  in  improving  technolc^,  because  they  themselves  do  not 
realize  the  full  benefit  therefrom.  Even  though  the  patent  system 
encourages  invention  by  guaranteeing  that  inventors  retain  prop¬ 
erty  rights  to  their  innovations,  many  very  useful  ideas  developed 
in  more  basic  scientific  research  cannot  (and  should  not)  be  pat-  j 
ented.  | 

The  Federal  Government  has  long  played  a  critical  role  in  pro-  | 

moting  research  and  development.  It  has  financed  gitnvth  in  tele-  | 

communications,  for  instance,  from  that  industry’s  inception,  with 
the  first  Baltimore-to-Washington  telegraph  line,  to  its  latest  m^or 
development,  the  Internet.  In  agriculture,  government-funded  re-  \ 
search  provided  the  basis  for  enormous  improvements  in  productiv-  | 
ity  that  today  allow  less  than  3  percent  of  the  workforce  to  feed  the  | 

entire  Nation,  and  have  made  the  United  States  one  of  the  world’s  | 

leading  agricultural  exporters. 

Detractors  of  government  support  for  research  have  often  dis-  > 

torted  the  issue.  Some  have  posed  a  false  dichotomy  between  basic  j 

research,  for  which  public  support  is  almost  universal,  and  tech-  ! 
nology,  which  they  say  should  remain  the  province  of  the  private  I 
sector.  Yet  many  areas  of  technology  have  huge  spillover  benefits 
and  therefore  would  be  underprovided  without  government  sup-  i 
port.  Critics  have  also  accused  government  of  trying  to  “pick  win¬ 
ners”— of  seeking  to  supplant  the  market  at  one  of  the  things  it 
does  best.  But  government  support  of  technology  is  not  aimed  at  | 
outguessing  the  market.  Rather,  it  is  focused  on  setting  up  partner-  j 
ships  and  other  structures  to  identify,  together  with  the  private  | 
sector,  those  areas  in  which  large  benefits  to  society  are  not  likely 
to  be  produced  by  the  market  alone.  a 

In  the  spirit  of  the  Administration’s  new  vision  for  the  economy, 
the  Federal  Government  has  placed  public-private  partnerships  at 
the  center  of  its  research  and  development  policy.  The  Advanced  ; 
Technology  Program  (ATP),  expanded  substantially  under  this  Ad-  j 
ministration,  is  a  good  example.  ATP  awards  matching  funds  to  in-  * 
dustry,  on  a  competitive  basis,  to  conduct  research  on  cutting-edge 
technologies  and  processes  that,  despite  their  great  economic  poten-  , 
tial,  might  otherwise  not  have  been  pursued.  'The  firms  themselves 
set  much  of  the  research  agenda,  but  this  pairing  has  been  an  ef¬ 
fective  way  to  leverage  government  funding  into  larger  increases  in  \ 
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research  and  development.  The  record  shows  that  the  success  rate 
of  this  and  similar  pn^rams  is  indeed  formidable. 

Increasing  Competition 

Improving  the  efficiency  of  the  economy  is  not  just  a  matter  of 
improving  technology.  How  the  economy  is  organized  plays  just  as 
important  a  role  in  creating  incentives  for  firms  to  use  their  capital 
and  labor  as  efficiently  as  possible.  If  the  maricet  economy  is  to  de¬ 
liver  on  its  promise  of  growth  and  prosperity,  markets  ^ve  to  be 
competitive,  because  it  is  competition  that  drives  firms  to  be  effi¬ 
cient  and  innovative.  Firms,  however,  often  find  it  easier  to  in¬ 
crease  profits  by  reducing  competition  than  by  improving  efficient 
in  response  to  competition.  Monopolies  and  ohgopolies  not  only  can 
charge  inefficiently  high  prices  and  restrict  output,  but  may  also 
have  a  diminished  drive  to  innovate. 

The  traditional  way  to  increase  competition  is  to  prevent  the 
growth  of  monopoly  power  in  the  first  place.  This  Administration 
has  restored  vigor  to  the  enforcement  of  the  antitrust  laws,  block¬ 
ing  anticompetitive  mergers  and,  where  warranted,  prosecuting  al¬ 
leged  violators.  But  competition  is  not  viable  in  some  industries, 
namely,  those  called  natural  monopolies.  Antitrust  enforcement 
may  be  of  little  help  in  these  areas;  instead  government  regulation 
can  help  to  ensure  that  monopoly  power  is  not  abused. 

The  extent  and  the  form  of  competition  are  constantly  changing. 
Joseph  Schumpeter,  one  of  the  20th  century’s  great  economists,  de¬ 
scribed  capitalism  as  a  process  of  c^tive  destruction.  New  indus¬ 
tries  constantly  come  into  existence  as  old  industries  are  destroyed. 
The  late  19th  and  early  20th  centuries  saw  the  transformation  of 
the  economy  from  a  mostly  agricultural  to  a  mostly  industrial  one. 
Today  services  and  information  are  assuming  the  lead  position, 
while  at  the  same  time  demand  for  U.S.  goods  is  increasingly  com¬ 
ing  from  abroad.  Sometimes  analysts  focus  on  manufacturing  as  if 
it  still  represented  the  core  of  the  economy.  Manufacturing  is  im¬ 
portant — ^it  is  the  Nation’s  largest  investor  in  research  and  develop¬ 
ment  and  its  leading  exporter— but  manufacturing  employment 
today  represents  only  15  percent  of  tot|d  employment,  and  service 
industries  also  produce  many  of  our  important  exports,  for  example 
in  telecommimications,  financial  services,  and  other  intellectual 
property. 

Today,  new  technol<^es  have  expanded  the  scope  for  c(Hnpetition 
in  many  sectors  that  have  historically  been  highly  regulated,  such 
as  telecommunications  and  electric  power.  Traditional  r^ulatory 
structures,  however,  with  their  rigid  cat^^ories  of  regulation  versus 
deregulation,  and  competition  versus  monopoly,  have  become  in¬ 
creasingly  unhelpful  in  guiding  policy  in  these  areas.  These  new 
technologies  do  not  call  for  wholesale  der^ulation  because  not  all 
parts  of  these  industries  are  adequately  competitive.  Instead  they 
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call  for  appropriate  changes  in  regulatory  structure  to  meet  the 
new  challenges.  Such  changes  must  recognize  the  existence  of  hy¬ 
brid  areas  of  the  economy,  some  parts  of  which  are  more  suited  to 
competition,  while  others  are  more  vulnerable  to  domination  by  a 
few.  Market  power  in  one  part  of  a  regulated  industry  cannot  be 
allowed  to  maneuver  itself  into  a  stranglehold  over  other  parts,  or 
else  economic  efficiency  may  be  severely  compromised.  The  Admin¬ 
istration’s  regulatoiy  reforms  in  the  telecommunications  and  elec¬ 
tric  power  industries  have  attempted  to  achieve  competitive  bal¬ 
ance. 

Even  as  these  changes  have  intensified  competition  in  some 
parts  of  the  economy,  it  remains  limited  in  others.  In  particular, 
where  goods  and  services  are  locally  provided,  and  where  transpor¬ 
tation  costs  are  high,  consumers  in  some  areas  may  have  too  little 
choice,  even  if  providers  in  the  country  as  a  whole  are  numerous. 
In  parts  of  the  country,  for  example,  a  single  hospital  may  be  the 
only  one  serving  a  large  rural  area.  In  the  health  care  sector,  new 
guidelines  for  antitrust  enforcement  were  recently  issued  in  re¬ 
sponse  to  concerns  such  as  these,  and  the  Administration  has  re¬ 
sisted  attempts  to  scale  back  antitrust  enforcement  in  this  area. 
The  benefits  of  competition  can  be  seen  in  our  university  system, 
where  competition  remains  keen — and  perhaps  partly  accounts  for 
the  dominant  position  American  universities  hold  in  the  world  of 
higher  education. 

Expanding  Trade 

The  third  source  of  increasing  efficiency  in  the  economy  is  more- 
open  markets  abroad.  Like  the  freeing  up  of  domestic  markets, 
opening  of  foreign  markets  shifts  resources  into  relatively  more 
productive  areas.  The  Administration  will  continue  to  pursue  its 
outward-oriented,  protrade  agenda  through  multilateral,  regional, 
and  bilateral  means,  expanding  on  and  bringing  to  fruition  initia¬ 
tives  like  the  Asia-Pacific  Economic  Cooperation  group  and  the  pro¬ 
posed  Free  Trade  Area  of  the  Americas. 

The  global  economy,  like  the  domestic  economy,  is  evolving,  and 
its  change  brings  with  it  new  challenges.  A  clean  environment,  a 
safe  workplace,  and  competitive  markets  are  important  to  us  inter¬ 
nationally  just  as  they  are  at  home.  Trade  liberalization  can  com¬ 
plement  these  goals  in  many  ways.  Anticompetitive  practices 
abroad,  for  example,  frequently  cohabit  with  restrictions  on  trade 
and  may  forestall  entry  of  American  firms  into  foreign  markets. 
Liberalizing  trade  in  agriculture  can  lead  to  a  more  environ¬ 
mentally  sound  international  allocation  of  farming  activity.  The 
side  agreements  to  NAFTA,  on  which  the  Administration  condi¬ 
tioned  its  approval  of  the  agreement,  demonstrate  that  safeguard¬ 
ing  a  shared  environment,  promoting  better  working  conditions, 
and  liberalizing  trade  are  not  mutually  exclusive  goods  to  be  traded 
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off  against  each  other.  Pursuing  these  goals  in  the  multilateral 
framework  of  the  WTO  will  be  increasingly  important.  At  the  same 
time,  it  is  important  that  countries  not  allow  domestic  regulation 
to  become  a  pretext  for  nontariff  trade  barriers  whose  real  purpose 
is  to  restrict  competition. 

Some  of  the  fastest-growing  economies  are  the  emerging  markets 
of  the  developing  world,  many  of  them  in  East  and  Southeast  Asia. 
To  grasp  fully  the  opportunities  that  these  new  markets  offer,  the 
United  States  needs  to  strengthen  economic  relations  with  these 
countries.  Chapter  7  sets  forth  some  of  the  principles  on  which 
these  new  relations  will  have  to  be  built. 

Improving  Public  Sector  Efficiency 

The  fourth  and  final  way  to  increase  the  overall  efficieni^  of  the 
economy  is  by  improving  the  effideni^  with  which  the  government 
itself  does  its  job.  By  freeing  up  resources  for  potentially  more  pro¬ 
ductive  uses  in  other  sectors,  and  by  reducing  the  cost  of  regula¬ 
tion,  government  reform  can  raise  economy-wide  productivity.  The 
Vice  President’s  reinventing  government  initiative  has  been  doing 
just  that.  Thousands  of  pages  of  Federal  regulations  have  been 
eliminated,  and  thousands  more  are  being  streamlined  or  improved 
in  other  ways.  Hundreds  of  obsolete  Federal  programs  have  been 
eliminated,  and  red  tape  has  been  reduced  dramatically.  The  Fed¬ 
eral  civilian  workforce  has  been  cut  by  more  than  250,000,  and  as 
a  percentage  of  the  Nation’s  total  employment  it  is  now  smaller 
than  at  any  time  since  the  early  1930s  (Chart  1-4). 

OPPOR'TUNITY  AND  INDIVIDUAL  RESPONSIBILITY 

America  cannot  reach  its  full  economic  potential  if  any  of  its  as¬ 
sets — ^including  its  human  resources — do  not  live  up  to  theirs.  Just 
as  the  productivity  slowdown  since  1973  poses  a  challenge  for 
growth,  so  the  persistence  of  income  inequality  and  the  entrench¬ 
ment  of  poverty  of  the  past  two  decades  make  it  more  difficult  to 
ensure  that  all  Americans  have  the  opportunity  to  make  the  most 
of  their  lives. 

Americans  of  all  incomes  participated  in  the  economic  growth  of 
!  the  1950s  and  1960s.  But  in  the  two  decades  that  followed,  not  only 
was  overall  growth  slower,  but  these  shrunken  gains  were  reaped 
disproportionately  by  those  at  the  top  of  the  income  distribution.  As 
already  noted,  some  evidence  suggests  that  this  trend  may  have 
begun  to  reverse  itself  in  the  past  few  years.  Chapter  5  discusses 
trends  in  inequality  and  shows  that  an  important  contributing  fac¬ 
tor  is  the  increasing  wage  gap  between  educated  and  uneducated 
workers. 

Another  mqjor  problem  is  the  persistence  in  some  areas  of  pock¬ 
ets  of  poverty.  The  nationwide  poverty  rate  has  hovered  between 
10  and  15  percent  for  the  past  30  years,  but  the  burdens  of  poverty 
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Chart  1-4  Fadaral  Oovammant  Emptoymant 

The  Federal  wortcforce  as  a  percentage  of  total  employment  was  smaller  in  1996 
than  at  any  time  since  the  e^  1930s. 

Percent  of  nonferm  payrol  emptoymenl 


Note:  Excludes  Poatal  Seraice. 

Source;  Depertment  ol  Labor. 

have  been  spread  very  unevenly  throughout  American  society.  The 
poverty  rate  for  blacks  fell  to  its  lowest  level  in  1995,  yet  over  40 
percent  of  black  children  still  grow  up  in  poor  homes.  Poverty 
seems  particularly  entrenched — ^with  poverty  rates  in  some  cases 
exceeding  50  percent — in  the  inner  cities  and  in  certain  remote 
rural  areas.  The  gap  between  rich  and  poor  has  a  variety  of  origins. 
Changes  in  technology  inevitably  confer  advantages  on  some  parts 
of  the  country  more  than  others,  and  citizens  and  governments  in 
some  places  have  more  effectively  seized  upon  the  opportunities  of¬ 
fered.  Vestiges  of  discrimination,  directed  at  the  large  share  of  mi¬ 
nority  members  in  many  communities,  may  also  have  played  a  role 
in  the  geographic  entrenchment  of  poverty. 

Government  programs  have  had  much  success  in  reducing  in¬ 
equality  and  poverty.  Government  cash  transfers  lifted  over  21  mil¬ 
lion  people  out  of  poverty  in  1995,  lowering  the  poverty  rate  from 
21.9  percent  to  13.8  percent.  If  the  effect  of  all  taxes,  the  earned 
income  tax  credit  (EITC),  and  the  valuation  of  noncash  transfers 
were  included,  the  poverty  rate  would  be  still  lower,  at  10.3  per¬ 
cent.  All  told,  more  than  half  of  all  those  who  are  reckoned  poor 
on  a  before-tax-and-transfers  basis  escaped  poverty  with  the  help 
of  government  policies. 

We  must  never  allow  the  Nation’s  social  safety  net  to  become  tat¬ 
tered,  but  it  is  also  imperative  to  design  policies  in  ways  that  will 


38 


fully  integrate  our  lagging  communities  into  the  American  econ¬ 
omy.  The  Administration’s  approach  is  based  on  four  principles: 
providing  people  with  opportunities  to  find  work,  making  sure  they 
have  the  right  incentives  to  avail  themselves  of  those  opportunities, 
strengthening  communities,  and  easing  the  transition  between  jobs 
for  dislocated  workers.  Education,  discussed  above  in  the  context  of 
economic  growth,  also  plays  an  important  role  in  enhancing  oppor¬ 
tunities. 

Work  Opportunity 

One  of  the  most  important  contributions  that  any  Administration 
can  make  to  the  Nation’s  economy  is  to  ensure  that  every  American 
seeking  work  can  find  it.  The  decline  in  the  unemployment  rate 
from  over  7  percent  in  1992  to  below  5V2  percent  in  1996  was  a 
major  step  forward  not  only  for  growth,  but  also  for  opportimity. 
But  moving  welfare  recipients  into  jobs  takes  more  than  just  creat¬ 
ing  job  openings.  Access  to  transportation,  child  care,  and  other  in¬ 
frastructure  support  will  be  needed.  Many  job  seekers  will  also 
need  to  acquire  the  critical  “soft  skills” — a  habit  of  punctuality,  low 
absenteeism,  and  so  forth — ^that  will  make  them  effective  members 
of  the  labor  force. 

Jobs,  skills,  and  infrastructure  are  all  important,  but  discrimina¬ 
tion  and  its  legacy  can  still  place  obstacles  in  the  way  of  some 
Americans.  Some  employers  continue  to  deny  employment  or  ad¬ 
vancement  on  the  basis  of  race  or  sex.  This  is  illegal  as  well  as  eco¬ 
nomically  irrational,  and  the  Administration  is  committed  to  the 
vigorous  enforcement  of  equal  opportunity  laws.  But  this  may  not 
be  enough;  affirmative  action  programs,  based  not  on  quotas  but  on 
principles  of  advancing  opportimity,  are  also  called  for. 

Incentives 

Few  individuals  consciously  choose  a  life  of  dependency,  whether 
on  public  welfare  or  private  charity.  True,  the  environment  into 
which  a  child  is  bom,  and  the  opportunities  he  or  she  is  afforded, 
strongly  influence  whether  that  child  matures  into  a  productive 
member  of  society  or  becomes  dependent  on  the  state.  But  most 
economists  believe  that  incentives  also  play  a  role  in  determining 
that  outcome.  When  a  worker  earns  little  more  from  a  minimum 
wage  job  than  what  he  or  she  could  get  by  going  on  welfare  and 
accepting  food  stamps  and  free  public  housing,  the  incentive  to 
work  is  not  strong.  In  the  past,  the  availability  of  welfare  made  the 
effective  wage  for  many  low-wage  workers  (i.e.,  the  addition  to  in¬ 
come  from  an  extra  hour  of  work)  not  the  advertised  $4  or  $5  an 
hour,  but  half  of  that  or  less. 

Over  the  past  4  years  this  Administration  has  increased  the  re¬ 
turns  to  work  relative  to  welfare  in  several  ways.  The  expansion 
of  the  EITC  and  the  recently  legislated  increases  in  the  minimum 
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wage  have  together  increased  the  return  to  work  for  low-wage 
workers,  to  the  point  where  a  full-time,  year-round  minimum  wage 
worker  with  two  children  will  receive  more  income  than  ever  be¬ 
fore,  even  after  ac^usting  for  inflation.  And  the  reforms  of  the  wel¬ 
fare  system,  including  the  imposition  of  work  requirements  and 
time  limits  on  beneHts,  may  provide  further  incentives. 

Incentives  are  not  only  important  for  individuals,  but  need  to  be 
designed  with  businesses  in  mind  as  well.  The  President  has  taken 
the  first  step  in  reforming  welfare.  As  important  as  the  public  sec¬ 
tor’s  role  in  creating  opportunity  is,  however,  the  private  sector 
must  also  participate  if  welfare  reform  is  to  result  in  better  lives 
for  those  who  have  depended  on  support  in  the  past.  This  Adminis¬ 
tration  challenges  the  private  sector  to  work  with  government  to 
help  welfare  recipients  move  into  the  mainstream  of  work  and  op¬ 
portunity.  The  welfare-to-wortc  tax  credit  proposed  by  the  President 
last  summer  is  one  example  of  how  the  government  can  help  create 
the  incentive  for  businesses  to  hire  long-term  welfare  recipients. 

Community 

Many  of  the  themes  of  this  Administration’s  economic  strategy 
are  drawn  together  in  policies  that  work  not  just  with  and  for  indi¬ 
viduals,  but  with  and  for  the  communities  in  which  they  live.  Part 
of  any  sensible  economic  strategy  for  reducing  poverty  involves  con¬ 
centrating  on  those  areas  where,  as  already  noted,  poverty  is  most 
entrenched.  The  Federal  Government,  however,  cannot  and  should 
not  be  solely  responsible  for  revitalizing  these  communities;  rather, 
the  most  effective  strat^y  is  to  provide  local  commimities  vdth  the 
resources  and  tools  they  need  to  realize  their  full  potential. 

The  Empowerment  ^ne/Enterprise  Commimity  initiative  incor¬ 
porates  an  entirely  new  approach  to  community  revitalization. 
Rather  than  imposing  restrictive  Federal,  mandates  on  America’s 
distressed  central  cities  and  rural  areas,  this  effort  begins  from  the 
premise  that  local  residents  know  best  how  to  solve  their  commu¬ 
nities’  problems.  To  be  considered  for  an  Empowerment  Zone  or 
Enterprise  Community  designation,  commimities  have  to  meet  eli¬ 
gibility  criteria,  be  nominated  by  Uieir  State  or  local  government, 
and  submit  a  strat^c  plan  that  describes  the  community’s  vision 
for  its  future.  This  competition  for  designation  provides  an  incen¬ 
tive  for  community  leaders  to  develop  innovative  strategies  to  ad¬ 
dress  their  problems.  The  designated  communities  are  then  pro¬ 
vided  with  access  to  a  combination  of  flexible  grants,  tax  incen¬ 
tives,  and  special  assistance  in  removing  bureaucratic  red  tape. 

The  Administration  plans  to  expand  the  Empowerment  Zone/En¬ 
terprise  Community  initiative.  The  Commimity  Empowerment  Act, 
which  was  introduced  in  the  104th  Congress,  embo^es  the  Admin¬ 
istration’s  proposal  for  a  second  round  of  zones  and  communities. 
This  act  would  designate  an  additional  20  zones  and  80  commu- 
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nities  to  receive,  over  3  years,  $1  billion  in  tax  incentives  and  $1 
billion  in  discretionary  funds.  The  Administration  will  work  with 
the  105th  Congress  in  securing  passage  of  this  extension. 

Dislocated  "Workers 

It  is  a  subject  of  some  debate  whether  the  pace  of  change  today 
is  such  that  individuals  are  more  likely  than  in  the  past  to  lose 
their  jobs.  Chapter  4  discusses  both  the  evidence  concerning 
changes  in  the  incidence  of  job  dislocation  and  its  economic  con¬ 
sequences.  But  even  if  the  risk  of  job  loss  is  no  greater  than  in  the 
recent  past,  dislocation  is  still  hard  on  workers  and  their  families. 
The  market  does  not  provide  insurance  against  job  loss,  which  is 
understandably  a  source  of  anxiety  for  workers.  Economists  gen¬ 
erally  endorse  the  virtues  of  Schumpeter’s  creative  destruction.  But 
for  individual  workers  and  their  families  the  costs  of  a  changing 
economy  are  far  more  apparent  than  the  broader  benefits  to  society 
from  an  economy  that  is  better  able  to  adapt  to  changing  tech¬ 
nology  and  markets. 

In  a  variety  of  ways,  government  can  help  individuals  make  the 
transition  between  jobs,  and  in  the  process  help  make  the  economy 
more  supple,  able  to  respond  qmckly  to  changes  in  markets  and 
technology.  Unemployment  insurance  has  long  been  the  most  im¬ 
portant  system  of  support  for  dislocated  workers.  This  Administra¬ 
tion  considers  it  one  of  its  special  responsibilities  to  help  those  in 
transition  between  jobs.  One  of  the  harshest  ironies  of  an  economy 
in  which  employers  provide  most  health  insurance  is  the  fact  work¬ 
ers  typically  lose  their  health  benefits  when  they  lose  their  jobs — 
precisely  the  time  when  they  can  least  afford  to  purchase  health 
insurance  on  their  own.  The  Administration  has  proposed  providing 
unemployed  workers  with  6  months  of  health  insurance  through 
the  existing  unemployment  insurance  system.  At  the  same  time,  it 
is  important  to  help  the  unemployed  And  new  jobs  through  job  re¬ 
training  programs  and  "one-stop  shopping”  career  centers  to  cush¬ 
ion  and  facilitate  the  transition  for  those  hurt  by  economic  change. 
Finally,  the  Administration  has  worked  to  make  benefits  more 
portable  between  jobs.  For  instance,  the  Health  Insurance  Port¬ 
ability  and  Accountability  Act  of  1996  (the  Kassebaum-Kennedy 
bill)  ensures  that  as  many  as  25  million  workers  will  not  be  denied 
health  insurance,  including  coverage  of  preexisting  conditions,  at 
their  new  jobs.  Similarly,  pension  simplification  and  improved  port¬ 
ability  also  make  it  easier  to  maintain  crucial  beneAts  when  chang¬ 
ing  jobs. 


CONCLUSION 

The  American  economy  is  dynamic.  This  Administration’s  eco¬ 
nomic  philosophy  recognizes  that  American  workers  and  enter- 


41 


prises,  interacting  through  markets,  are  the  source  of  that  dyna¬ 
mism.  The  strength  of  this  economy  is  its  ability  to  adapt  to 
change;  at  the  same  time,  its  dynamism  sets  further  change  in  mo¬ 
tion,  ultimately  enriching  the  lives  and  raising  the  living  standards 
of  all  Americans. 

Government  has  a  limited  but  essential  role  in  maintaining  this 
dynamism.  It  creates  an  economic  climate  in  which  individuals  and 
firms  can  flourish.  It  promotes  competition.  It  seeks  to  ensure  that 
all  individuals  have  an  opportunity  to  make  the  most  of  their  tal¬ 
ents.  It  protects  our  environment,  our  health,  and  our  safety.  This 
government’s  focus  embodies  elements  both  of  continuity  and  of 
change.  Many  of  its  basic  economic  duties — ^such  as  enforcing  prop¬ 
erty  rights,  maintaining  a  stable  currency,  and  granting  patents — 
are  enduring,  and  the  government’s  role  in  them  is  well  estab¬ 
lished.  As  important  as  these  areas  are,  this  Report  focuses  on 
those  other  areas  where  the  government’s  role  is  being,  and  needs 
to  be,  redefined. 

Government  mtist  both  adapt  to  and  foster  change.  The  past  4 
years  have  demonstrated  that  the  Federal  Government  is  up  to  this 
challenge.  And  the  private  sector  has  more  than  amply  dem¬ 
onstrated  that  it,  too,  can  fulfill  its  part  in  this  ever-evolving  part¬ 
nership. 

The  process  is  never-ending.  Most  of  the  challenges  the  Nation 
faces  have  deep  roots  in  the  past.  Just  as  the  productivity  slow¬ 
down  and  the  increase  in  inequality  have  no  single,  simple  cause, 
neither  do  they  have  any  single,  simple  solution.  No  magic  policy 
wand  can  transport  us  back  to  the  income  distribution  or  the  pro¬ 
ductivity  growth  America  enjoyed  in  the  1960s.  It  takes  time  to  re¬ 
spond  effectively  to,  and  even  more  time  to  reverse,  trends  that 
have  been  two  decades  in  the  making.  To  take  just  one  example 
among  myriad:  the  purely  economic  benefits  of  Head  Start  take  15 
years  or  more  to  ripen — ^the  time  it  takes  for  a  Head  Start  child  to 
grow  up  and  join  the  labor  force. 

Our  assessment  of  the  success  of  government  programs  must 
therefore  go  beyond  their  impact  on  this  year’s  or  next  year’s  GDP. 
Success  will  be  measured  by  the  kinds  of  lives  that  all  Americans 
will  live  in  the  future.  That  success  will  be  enhanced  by  the  leg¬ 
acies  we  leave:  not  only  investments  in  people,  in  the  tools  of  pro¬ 
duction,  and  in  technology  that  will  increase  our  productivity,  but 
also  a  philosophy  of  markets  and  of  government  that  will  guide  us 
in  the  difficult  choices  we  must  make  as  we  reach  out  toward  the 
21st  century  and  beyond. 
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CHAPTER  2 


Macroeconomic  Policy  and 
Performance 

MACROECONOMIC  PERFORMANCE  over  the  past  4  years  has 
demonstrated  the  soundness  of  this  Administration’s  policies.  It 
has  also  confirmed  the  economic  analysis  presented  in  the  past 
three  Economic  Reports  of  the  President,  refuting  critics  who  pre¬ 
dicted  the  Administration’s  policies  would  not  woric. 

In  1993  the  President  submitted  to  the  Congress  a  package  of 
measures  to  reduce  the  Federal  budget  deficit  that  cut  Federal 
spending  and  raised  income  tax  rates  for  the  rouid^y  1.2  percent 
of  taxpayers  with  the  higd^est  incomes.  At  the  time,  some  critics 
said  that  these  higher  tax  rates  could  hurt  the  economy  by 
blunting  incentives  to  work  and  to  save.  Adherents  of  supply-side 
theory  went  further,  arguing  that  a  combination  of  weaker  eco¬ 
nomic  performance  and  increased  tax  avoidance  would  result  in  lit¬ 
tle  or  no  additional  revenue  from  these  higher  tax  rates.  The  1994 
Report  explored  this  issue  and  concluded  that  the  proposed  in¬ 
creases  in  tax  rates  for  high-income  taxpayers  would  increase  tax 
revenue  without  adversely  affecting  the  economy.  Three  years  later 
this  conclusion  has  been  justified.  Between  1993  and  1994,  house¬ 
holds  with  adjusted  gross  incomes  of  $100,000  or  more  saw  those 
incomes  increase  by  an  average  of  9.0  percent  while  their  income 
tax  liability  increased  by  8.9  percent. 

Although  only  a  minority  of  economists  shared  the  specific  con¬ 
cerns  of  the  supply-siders,  the  more  general  economic  effects  cS  def¬ 
icit  reduction  have  been  an  ongoing  issue.  Both  the  1994  and  the 
1995  Reports  analyzed  the  short-  and  long-run  consequences  of  def¬ 
icit  reduction.  They  argued  that,  in  the  short  run,  deficit  reduction 
should  not  cause  growth  to  slow,  provided  the  reduction  is  credible, 
financial  markets  are  forward  looking,  and  the  Federal  Reserve  re¬ 
sponds  with  an  appropriately  accommodative  monetary  poliqr. 
Under  these  conditions  deficit  reduction  should  contribute  to  lower 
real  interest  rates,  stimulating  interest-sensitive  sectors  of  the 
economy.  Indeed,  for  the  most  part,  this  prediction  has  been  home 
out  over  the  past  4  years,  with  durable  goods  consumption  and  pri¬ 
vate  nonresidential  and  residential  investment  supporting  the  ex¬ 
pansion.  Over  the  longer  run,  the  Reports  argued,  this  poli^  would 
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increase  saving  and  investment,  thereby  augmenting  the  Nation’s 
stock  of  productive  capital. 

In  1996,  with  the  economy  growing  and  the  deficit  coming  down, 
the  question  became  whether  the  expansion,  then  almost  5  years 
old,  was  in  danger  of  coming  to  a  halt.  That  year’s  Report  analyzed 
the  reasons  why  past  expansions  had  ended.  It  found  that  expan¬ 
sions  do  not  die  of  old  age.  Instead  they  are  brought  to  an  end  by  | 
specific  (if  unpredictable)  factors,  such  as  a  runup  of  inflation  fol¬ 
lowed  by  tight  monetary  policy;  weak  financial  institutions  and  j 
lack  of  credit;  or  a  buildup  of  inventories.  The  combination  of  tame 
inflation,  a  healthy  financial  system,  and  lean  inventory-to-sales  ^ 

ratios  then  prevailing  augured  well  for  the  expansion  to  continue —  ‘ 

as  it  did. 

This  Report  continues  the  analysis  of  salient  macroeconomic  is-  ; 
sues  that  inform  current  poliqy  decisions.  A  number  of  these  relate 
to  inflation.  One  of  the  most  striking  macroeconomic  developments  « 
of  the  last  few  years  is  the  combination  of  low  unemployment  with 
steady  inflation.  We  therefore  examine  whether  changes  in  the 
structure  of  the  economy  have  lowered  the  unemployment  rate  that 
is  achievable  without  risking  a  rise  in  inflation — the  so-called  non-  ' 
accelerating-inflation  rate  of  unemployment,  or  NAIRU.  Com¬ 
plementing  this  discussion  is  an  analysis  of  the  costs  of  inflation  | 
in  the  current  economic  environment  of  low  and  stable  inflation 
and  its  implications  for  the  conduct  of  macroeconomic  policy.  ■ 

The  chapter  then  returns  to  last  year’s  theme  of  the  factors  that  < 
cause  expansions  to  end,  focusing  this  time  on  the  financial  condi¬ 
tion  of  households.  We  conclude  that — ^notwithstanding  recent  in¬ 
creases  in  consumer  indebtedness,  credit  card  delinquencies,  and  * 
personal  bankruptcies — the  overall  financial  condition  of  house-  \ 
holds  poses  no  obvious  threat  to  the  current  expansion.  Households 
will  also  be  helped  by  the  recent  decision  by  the  Treasury  to  issue 
inflation-indexed  government  securities,  discussed  in  the  following 
section.  This  innovation  will  allow  the  private  sector  to  broaden  the  | 
array  of  assets  available  to  households  for  longer  range  financial  | 
planning,  providing  greater  financial  security  in  retirement. 

Economists’  understanding  of  the  economy  and  policymakers’  \ 
ability  to  make  sound  economic  and  budget  decisions  are  greatly  af¬ 
fected  by  the  quality  of  available  economic  statistics.  This  chapter  i 
addresses  two  important  measurement  issues:  the  identification  of 
biases  in  measuring  inflation,  and  the  difference  between  income- 
and  product-side  measures  of  national  output.  We  analyze  the  ex¬ 
tent  to  which  official  measures  may  overstate  inflation  while  un¬ 
derstating  growth  in  output,  productivity,  and  the  Nation’s  mate¬ 
rial  standard  of  living. 

Drawing  on  these  analyses,  the  chapter  concludes  with  a  review 
of  the  macroeconomic  highlights  of  1996  and  a  look  ahead,  which 
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suggests  that  all  signs  point  to  continued  stable  growth.  The  final 
section  describes  the  economic  outlook  and  presents  the  Adminis¬ 
tration’s  economic  forecast. 

THE  NAIRU  AND  ITS  EVOLUTION 

The  nonaccelerating-inflation  rate  of  unemployment  is  a  useful 
concept  for  thinking  about  the  state  of  the  macroeconomy.  The 
NAIRU  (also  called  the  natural  rate  of  unemployment)  is  defined 
as  the  rate  of  unemployment  consistent  with  a  stable  inflation  rate. 
Inflationary  pressure  tends  to  increase  when  unemployment  is 
below  the  NAIRU,  and  decrease  when  unemployment  is  above  the 
NAIRU.  A  number  of  explanations  for  this  phenomenon  have  been 
proposed,  but  one  plausible  stoiy  is  that,  when  unemployment  is 
low,  firms  have  to  offer  higher  wages  to  attract,  retain,  and  moti¬ 
vate  new  workers  than  they  do  when  unemployment  is  high.  Nomi¬ 
nal  wage  growth  is  passed  on  to  purchasers  in  the  form  of  faster 
growth  of  prices. 

PREDICTING  CHANGES  IN  INFLATION 

The  unemployment  rate  provides  useful  information  about  the 
future  course  of  inflation.  This  can  be  seen  in  its  simplest  form  by 
comparing  the  direction  of  the  change  in  inflation — as  measured  by 
the  core  consumer  price  index  (CPI),  which  excludes  the  volatile 
food  and  energy  components — ^with  the  demographically  adjusted 
unemployment  rate.  Some  groups  such  as  new  labor  market  en¬ 
trants  may  have  higher  “normal”  unemployment  rates  than  others. 
The  demographically  adjusted  unemployment  rate  weights  the  ac¬ 
tual  unemployment  rates  for  different  demographic  groups  by  their 
labor  force  shares  in  a  given  base  year,  in  this  case  1993.  Inflation 
rose  in  the  12  months  following  28  of  the  32  quarters  since  1958 
in  which  the  demographically  adjusted  unemployment  rate  was 
below  5  percent,  and  fell  in  26  of  the  32  quarters  when  it  was 
above  7  percent.  This  empirical  regularity  is  not  only  strong  but 
also  statistically  significant  (Box  2-1  and  Chart  2-1).  It  shows  that 
the  NAIRU  appears  to  have  been  contained  between  5  and  7  per¬ 
cent  for  the  period  from  1958  to  the  present. 

More  typically,  models  of  the  relationship  between  unemploy¬ 
ment  and  inflation  do  not  just  predict  whether  inflation  will  rise 
or  fall,  but  also  give  some  indication  of  the  likely  magnitude  of  this 
change.  The  usual  result  is  that  the  further  the  unemployment  rate 
is  below  the  NAIRU,  the  more  inflation  tends  to  rise.  In  Chart  2- 
2  the  demographically  adjusted  unemployment  rate  at  the  begin¬ 
ning  of  the  year  is  plotted  on  the  horizontal  axis,  and  the  change 
in  core  inflation  over  the  course  of  that  year  on  the  vertical  axis. 
The  downward-sloping  line  (the  regression  line)  in  the  chart  depicts 
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Box  2-1. — Unemployment  and  Changes  in  Inflation 

Very  few  economists  have  empirically  tested  the  NAIRU  hypoth¬ 
esis  itself:  that  inflation  rises  when  unemployment  is  below  the 
NAIRU,  and  falls  when  it  is  above  the  NAIRU.  The  advantage  of 
this  basic  hypothesis  over  more  structured  theories  is  that  it  is  ame¬ 
nable  to  tests  that  are  nonparametric,  that  is,  that  do  not  require  as 
many  assumptions  about  how  the  economy  functions.  These  tests 
are  therefore  less  sensitive  to  precise  specification. 

The  relationship  between  the  demographically  adjusted  unemploy¬ 
ment  rate  and  the  probability  of  a  rise  in  inflation  is  shown  in  Chart 
2-1.  For  a  given  range  of  the  unemployment  rate,  the  fraction  of 
quarters  in  which  the  core  CPI  inflation  rate  rose  over  the  following 
12  months  is  shown  in  the  solid  line.  The  dashed  line  is  the  best 
statistical  fit  for  these  data,  estimated  using  a  procedure  called  logit. 
This  relationship  supports  the  simple  NAIRU  hypothesis:  when  un¬ 
employment  is  low,  inflation  is  more  likely  to  rise.  Further,  infla¬ 
tion  is  about  as  likely  to  rise  as  to  fall  when  unemployment  is  in  the 
middle  range  of  about  5  to  7  percent. 


Chart2-1  Uwwwptoyimnt  and  tha  ProbabWty  ot  Initotton 

At  vary  low  unamptoymenl  rales,  the  probaMMy  that  intlation  wil  increase  is  high. 

But  at  higher  unemployment  rates,  it  becomes  more  likely  that  inflation  wW  taH. 
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the  statistical  relationship;  it  shows  that  increasing  the  unemploy¬ 
ment  rate  by  1  percentage  point  lowers  the  rate  of  inflation  by 
around  0.6  percentage  point. 

Chart  2-2  Changes  hi  Cora  Inflation  and  the  NAIRU 

Each  l-percentage-p^t  rise  in  the  unemployment  rate  tends  to  lower  inflation 

by  0.6  percentage  point  over  the  following  year. 

Four-ouaiter  percent  change  in  core  CPt  less  percent  change  in  previous  lour  quarters 


2  4  6  8  10  12 


Demographicafly  arflusted  unemployment  rate  (percent) 

Note:  Unemptoyment  rate  adjusted  using  1983  labor  force  weigbis. 

Source:  Oepaitinent  of  Labor. 

Chart  2-2  illustrates  by  implication  another  point:  other  factors 
besides  unemployment  also  affect  inflation.  If  the  unemployment 
rate  were  the  only  factor  affecting  inflation,  all  the  points  would  lie 
exactly  on  the  regression  line  (assuming  also  that  this  is  the  cor¬ 
rect  specification).  Instead,  some  points  represent  periods  when  un¬ 
employment  was  low  but  inflation  was  falling,  and  others  periods 
when  unemployment  was  high  but  inflation  was  rising.  These 
changes  would  have  escaped  any  forecaster  relying  on  the  unem¬ 
ployment  rate  alone  to  predict  inflation. 

Three  extensions  to  the  approach  embodied  in  Chart  2-2  are 
helpful.  First,  the  NAIRU  need  not  be  viewed  as  an  unchanging 
constant,  but  instead  can  be  thought  of  as  evolving  with  changes 
in  the  economy.  We  need  to  understand  how  it  evolves  in  order  to 
determine  the  current  level  of  the  NAIRU  and  thus  be  able  to  pre¬ 
dict  future  inflation.  This  issue  is  explored  in  the  next  section.  Sec¬ 
ond,  economic  slack  is  a  general  concept  that  is  unlikely  to  be  per¬ 
fectly  captured  by  any  single  measure.  Accordingly,  it  is  useful  to 
employ  other  measures  of  slack,  such  as  capacity  utilization  or  job 


vacancy  rates,  in  coAjunction  with  the  unemployment  rate  in  ex¬ 
plaining  and  predicting  changes  in  inflation.  Third,  other  factors 
also  affect  the  inflation  rate;  these  are  usually  grouped  under  the 
collective  heading  of  supply  shocks.  For  example,  the  only  two  peri¬ 
ods  of  double-digit  inflation  since  the  immediate  aftermath  of 
World  War  II  occurred  in  1974  and  in  1979-81;  both  coincided  with 
large  increases  in  the  price  of  oil.  An  analyst  focusing  exclusively 
on  unemployment  would  not  have  predicted  the  severity  of  these 
inflations. 

CHANGES  IN  THE  NAIRU 

The  natural  rate  hypothesis  was  originally  interpreted  as  imply¬ 
ing  a  single,  unchanging  NAIRU.  Today,  however,  it  is  recognized 
that  the  evidence  is  more  consistent  with  a  NAIRU  that  evolves 
over  time.  Accepting  this  time-vaiying  NAIRU  raises  a  number  of 
questions:  is  it  possible  to  explain  why  the  NAIRU  changed  in  the 
past,  predict  how  it  might  change  in  the  future,  and  perhaps  even 
identify  policies  that  might  influence  it? 

A  few  years  ago,  typical  estimates  of  the  NAIRU  were  in  the 
neighborhood  of  6  percent.  If  the  same  natural  rate  prevailed 
today,  the  fact  that  the  economy  achieved  below-6-percent  unem¬ 
ployment  from  September  1994  through  the  end  of  1996  should 
have  increased  inflation.  To  calculate  the  rough  magnitude  of  the 
expected  increase,  assume  for  the  sake  of  argument  that  the 
NAIRU  is  6.0  percent  and  that  a  year  in  which  the  unemployment 
rate  is  a  percentage  point  below  the  NAIRU  raises  inflation  by 
about  V2  percentage  point.  Then  the  average  unemployment  rate  of 
5.5  percent  over  the  roughly  2-year  period  from  September  1994  to 
December  1996  should  have  led  to  about  a  Vz-percentage-point  in¬ 
crease  in  the  inflation  rate.  Instead,  inflation,  as  measured  by  the 
12-month  change  in  the  core  CPI,  fell  from  3.0  percent  to  2.6  per¬ 
cent.  In  contrast  to  previous  experience  with  unemployment  below 
6  percent,  inflation  has  fallen  rather  than  risen. 

Through  1995  and  1996,  inflationary  pressures  were  milder  than 
in  previous  periods  when  imemployment  was  this  low — a  point  dis¬ 
cussed  in  greater  detail  later  in  this  chapter.  Although  potentially 
transitory  factors,  such  as  a  slowdown  in  the  rise  of  employee 
health  benefit  costs  and  declining  import  prices,  partly  explain  why 
inflation  is  subdued,  the  imderlying  reason  is  probably  that  the 
NAIRU  has  fallen  substantially.  The  three  main  forces  driving  this 
decline  are  the  changing  demographics  of  the  labor  force,  the  de¬ 
layed  alignment  of  workers’  real  wage  expectations  with  productiv¬ 
ity  grovrth,  and  increased  competition  in  labor  and  product  mar¬ 
kets. 
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Changing  Demographic  Structure 
I  Each  demographic  group  can  be  thought  of  as  having  its  own 
natural  rate  of  unemployment:  higher  for  teenagers  than  for  adults, 
higher  for  women  than  for  men,  and  so  on.  Even  if  these  individual 
natural  rates  were  constant,  the  overall  NAIRU  would  change  in 
response  to  changes  in  the  proportions  oX  these  different  groups  in 
the  labor  force.  If  it  is  assumed  that  demographic  changes  had 
about  the  same  effect  on  the  NAIRU  as  they  have  had  on  observed 
^  unemployment,  then  about  0.5  percentage  point  of  the  decline  in 

i  the  NAIRU  since  the  early  1980s  can  be  attributed  to  demographic 

[  changes.  The  single  most  important  demographic  change  is  the 

aging  of  the  baby-boom  generation:  the  United  States  now  has  a 
more  mature  labor  force,  with  smaller  representation  cX  age  groups 
I  that  traditionally  have  higher  unemployment  rates. 

Productivity  Growth  and  the  Wage  Aspiration  Effect 
The  second  explanation  for  the  decline  of  the  NAIRU  can  be 
called  the  wage  aspiration  effect.  Neither  the  level  nor  the  rate  cX 
change  in  productivity  seems  to  have  any  long-run  effect  on  the  un¬ 
employment  rate:  the  average  unemployment  rate  in  different  peri¬ 
ods  has  been  approximately  unchanged  despite  a  century  oX  mas¬ 
sive  productivity  growth  and  shifts  in  its  trend.  Nevertheless, 

:  changes  in  productivity  growth  can  have  temporary  effects  on  the 

I  natural  rate.  Workers’  demands  for  increased  real  wages  may  de¬ 

pend  on  past  increases,  possibly  because  people  get  accustomed  to 
^  a  certain  rate  of  increase  in  their  standard  of  Uving.  But  in  the 
long  run,  real  wage  growth  tracks  productivity  increases.  Thris, 
after  a  fall  in  the  productivity  growth  rate,  worirers  may  initially 
I  demand  wage  growth  that  is  faster  than  increases  in  productivity 
can  justify.  This  puts  upward  pressxue  on  the  inflation  rate  and  re¬ 
quires  a  higher  level  of  unemployment  to  stabilize  the  rate  of  infla¬ 
tion.  But  this  increase  in  the  NAIRU  is  only  temporary,  either  be¬ 
cause  the  productivity  slowdown  itself  is  temporary,  or  because 
workers  eventually  moderate  their  demands  in  response  to  perma¬ 
nently  lower  productivity  growth.  Either  way,  the  NAIRU  eventu¬ 
ally  returns  to  its  level  before  productivity  slowed. 

This  wage  aspiration  effect  raised  the  NAIRU  after  productivity 
slowed  beginning  in  1973,  and  its  level  remained  elevated  for  some 
time.  However,  woricers  have  now  had  time  to  lower  their  aspira¬ 
tions  for  real  wage  growth  to  reflect  the  slower  productivity  growth, 
which  has  helped  the  NAIRU  return  to  its  earlier,  lower  rate.  Alto¬ 
gether,  estimates  of  this  effect  show  it  lowering  the  NAIRU  by  a 
meaningful  amount  since  the  early  1980s. 
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Increased  Competition:  The  Changing  Structure  of  Labor  and 
Product  Markets 

Many  of  the  likely  suspects  for  the  remaining  decline  in  the 
NAIRU  fall  under  the  heading  of  increased  competition  in  product 
and  labor  markets.  This  is  partly  the  consequence  of  opening  of 
markets  at  home  and  abroad  through  r^ulatory  reform  and  trade 
agreements.  Although  imports  meet  only  a  small  fraction — around 
13  percent— of  total  demand,  the  fact  that  much  of  the  U.S.  manu¬ 
facturing  sector  faces  potential  import  competition  may  provide  sig¬ 
nificant  wage  restraint.  Changes  in  labor  market  institutions  and 
practices  may  also  have  had  some  salutary  effects  on  inflation, 
whatever  their  other  impacts.  Quantifying  these  general  notions  of 
increased  competition  and  the  institutional  structure  of  the  labor 
market  is  extremely  difficult;  however,  they  can  plausibly  explain 
much  of  the  decline  in  the  NAIRU  that  is  not  accounted  for  by  de¬ 
mography  or  the  wage  aspiration  effect. 

Beneficial  Effects  of  Persistently  Low  Unemployment 

It  has  been  argued  that  Europe's  sustained  high  level  of  unem¬ 
ployment  has  raised  the  natural  rate  of  unemployment  there,  in  a 
process  called  hysteresis.  Hi^  and  sustained  unemployment 
causes  the  skills  of  the  unemployed  to  atrophy,  limiting  their  abil¬ 
ity  to  compete  for  employment.  Attempts  by  the  smaller  number  of 
employed  workers  to  maintain  their  wages  reinforce  this  mecha¬ 
nism,  also  perpetuating  high  imemployment.  The  opposite  phe¬ 
nomenon  may  be  at  work  in  the  U.S.  labor  market  today.  With  the 
lower  unemployment  of  the  past  few  years,  previously  unemployed 
workers  have  acquired  new  skills  from  on-the-job  training.  Re¬ 
search  has  not  shown  that  "reverse”  hysteresis  has  acted  to  lower 
the  NAIRU  in  the  American  economy.  But  if  it  has,  it  means  that 
sustained  high  imemployment  is  even  more  damaging  than  we 
thought,  because  it  can  raise  the  NAIRU,  and  sustained  lower  un¬ 
employment  is  even  more  beneficial  than  we  thought,  because  it 
can  reduce  the  NAIRU. 

Future  Evolution  of  the  NAIRU 

A  number  of  factors  may  continue  to  reduce  the  NAIRU  in  the 
future.  Demographic  change  will  probably  continue  to  lower  the 
natural  rate  of  unemployment  as  the  current  bulge  of  workers  in  | 
the  25-  to  54-year-old  age  bracket  moves  into  the  55-plus  age 
bracket,  where  the  unemployment  rate  is  typically  lower.  And  if 
hysteresis  is  operative  in  ^e  United  States,  Uie  current  spell  of  low 
unemployment  may  help  generate  a  lower  NAIRU  in  the  next  few 
years.  The  other  two  factors  affecting  the  natural  rate  are  harder 
to  predict,  although  competition  in  the  economy  seems  likely  to  in¬ 
crease  with  liberalization  of  international  trade  and  continued  reg¬ 
ulatory  reform. 
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THE  ECONOMIC  CONSEQUENCES  OF  INFLATION 

If  our  growing  understanding  of  the  empirical  relationship  be¬ 
tween  unemployment  and  inflation  is  to  inform  poli^  choices — in 
particular  the  appropriate  stance  of  macroeconomic  poli^ — it  needs 
to  be  combined  with  an  analysis  of  the  costs  and  benefits  of  infla¬ 
tion  and  imemployment. 

Policies  to  lower  the  inflation  rate  generally  cause  temporarily 
higher  unemployment.  The  costs  of  this  imemployment  are 
straightforward:  involuntary  unemployment  imposes  substantial 
hardship  on  individuals  without  jobs  and  represents  wasted  re¬ 
sources  that  could  be  used  in  production.  According  to  Okun’s  law, 
a  well-known  empirical  regularity  in  economics,  every  percentage- 
point  reduction  in  the  unemployment  rate  corresponds  to  an  in¬ 
crease  in  output  relative  to  potential  of  about  2  percent.  The  2-per- 
centage-point  reduction  in  the  unemployment  rate  since  the  end  of 
1992,  for  instance,  corresponds  to  an  increase  in  annual  output  of 
about  4  percent — ^roughly  $300  billion  in  total,  or  $3,000  for  every 
American  household. 

Accounting  for  the  costs  imposed  by  high  levels  of  inflation  is  less 
straightforward.  Inflation  is  often  described  as  if  it  were  inherently 
harmful,  but  this  is  misleading.  People  care  about  the  purchasing 
power  of  their  wages,  not  about  the  price  level  itself.  If,  for  exam¬ 
ple,  the  dollar  value  of  everything  doubled — including  goods  prices, 
salaries,  the  money  in  peoples’  pockets,  bank  accounts,  and  debt — 
almost  no  one  would  be  worse  off;  everyone  could  buy  just  as  much 
as  before.  This  general  doubling  of  nominal  prices  and  account  bal¬ 
ances  in  the  economy  would  impose  one  direct  cost:  the  value  of  the 
time,  effort,  and  materials  that  goes  into  reprinting  catalogs,  ac¬ 
count  statements,  menus,  and  the  like  to  reflect  the  new  prices. 
These  costs  are  minor,  however.  Instead  the  potential  damage  in¬ 
flation  does  is  for  the  most  part  indirect,  through  its  effect  on  the 
level  and  distribution  of  output.  In  the  example  just  given,  if  prices 
and  wages  doubled  but  cash  and  bank  accounts  did  not,  the  burst 
of  inflation  would  redistribute  resources  away  from  people  who 
held  wealth  and  would  thus  be  very  costly  to  Uiem,  whereas  debt¬ 
ors  would  find  themselves  better  off.  Inflation  also  has  complicated 
links  to  the  level  and  growth  rate  of  output.  Although  "costs  oS  in¬ 
flation”  is  an  acceptable  shorthand  for  these  links,  it  is  the  con¬ 
sequences  of  inflation,  not  inflation  itself,  that  are  the  real  concern. 

THE  EFFECT  OF  INFLATION  ON  OUTPUT 

A  number  of  economists  argue  that  the  current  relatively  low 
rate  of  inflation  has  substantial  adverse  effects  and  that  lowering 
the  inflation  rate  by  approximately  2  percentage  points,  to  achieve 
a  situation  in  which  the  cost  of  living  is  constant  (on  average). 


51 


would  bring  large  benefits.  One  cost  they  cite  is  that  taxation  of 
nominal  interest  income  and  nominal  capital  gains  distorts  saving 
and  investment  decisions  in  an  inflationary  environment,  although 
in  some  cases  these  distortions  may  offset  others  elsewhere  in  the 
tax  system.  Other  commonly  cited  costs  of  inflation,  although  lower 
when  the  level  of  inflation  is  lower,  would  remain  significant,  in 
the  view  of  these  economists.  Whenever  any  inflation  exists,  people 
have  trouble  distinguishing  relative  price  changes  from  general  in¬ 
flation;  inflation  thus  creates  noise  in  the  price  system,  interfering 
with  its  role  in  allocating  resources  efficiently.  And  although  higher 
levels  of  inflation  are  associated  with  greater  variability  of  infla¬ 
tion,  even  at  low  levels  some  risks  from  its  variation  exist.  The  wel¬ 
fare  of  individuals  is  lowered,  both  directly  and  indirectly,  as  they 
take  steps  to  mitigate  these  risks.  These  costs  may  sound  small, 
but  some  economists  argue  that  they  can  be  quite  substantial. 
More  important,  even  if  the  gains  from  eliminating  inflation  are 
small  for  any  given  year,  they  can  be  large  when  aggregated  over 
time,  provided  they  are  permanent. 

Although  all  these  costs  exist  in  theory,  several  studies  suggest 
that,  in  practice,  the  benefits  of  eliminating  inflation  in  a  low-infla¬ 
tion  country  such  as  the  United  States  are  not  likely  to  be  large. 
The  argument  for  zero  inflation  assumes  that  the  elimination  of  in- 
efllciencies  associated  with  inflation  will  raise  the  level  or  the 
growth  rate  of  gross  domestic  product  (GDP),  yet  studies  mostly 
find  a  weak  link,  or  none,  between  the  level  or  the  rate  of  growth 
of  GDP  and  the  level  of  inflation  in  low-inflation  countries.  Because 
statistical  techniques  cannot  disentangle  the  many  factors  that  in¬ 
fluence  growth,  however,  these  studies  may  have  failed  to  detect 
small  but  economically  meaningful  effects  of  low  inflation.  Also,  no 
one  doubts  that  very  high  inflation  rates  adversely  affect  growth. 

On  the  other  hand,  maintaining  price  stability  might  impose  its 
own  costs.  Some  intriguing  new  research  suggests  that  price  stabil¬ 
ity  might  lead  to  a  permanent  increase  in  unemployment  and  a  cor¬ 
responding  decrease  in  the  level  of  GDP.  Some  evidence  suggests, 
for  example,  that  workers  are  more  resistant  to  nominal  wage  cuts 
than  to  an  equivalent  erosion  in  their  real  wages  due  to  inflation. 
If  this  were  the  case,  then  in  a  moderate-inflation  environment, 
firms  could  adjust  to  shocks  by  letting  real  wages  erode  without  re¬ 
sorting  to  layoffs.  In  a  zero-inflation  world,  layoffs  would  be  more 
common. 

Another  potential  cost  of  price  stability  is  that  unemployment 
and  output  might  fluctuate  more  over  the  course  of  the  business 
cycle.  At  low  levels  of  inflation,  policymakers’  tools  for  stabilizing 
demand  would  become  less  effective.  For  example,  zero  inflation 
would  preclude  using  negative  real  interest  rates  (i.e.,  nominal  in¬ 
terest  rates  below  the  rate  of  inflation)  to  stimulate  the  economy 
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out  of  recession.  Although  monetary  policy  can  affect  the  economy 
throuf^  other  chaimels,  including  changing  the  quantity  of  credit, 
establishing  a  floor  under  real  interest  rates  could  make  stabiliza¬ 
tion  more  difficult. 

THE  EFFECT  OF  INFLATION  ON  THE  DISTRIBUTION 
OF  INCOME 

The  distributional  consequences  of  achieving  zero  inflation  are 
not  widely  recognized.  The  unemployment  required  to  achieve,  and 
possibly  even  that  to  maintain,  zero  inflation  would  place  a  dis¬ 
proportionate  burden  on  the  less  well  off.  The  winners  from  zero 
inflation  are  harder  to  characterize  precisely.  The  immediate  tran¬ 
sition  to  lower  inflation  would  benefit  holders  of  nominal  claims 
and  people  on  fixed  incomes  (e.g.,  unindexed  pensions)  while  in¬ 
creasing  the  burden  on  debtors.  In  the  long  run  as  the  lower  infla¬ 
tion  becomes  built  into  expectations,  interest  rates  would  fall,  and 
it  would  have  no  added  effects  on  debtors  or  creditors.  Zero  infla¬ 
tion  woiild,  however,  be  a  permanent  boon  to  people  with  large 
cash  holdings — ^many  of  whom  live  abroad  or  are  engaged  in  illegal 
activities.  In  summary,  reaching  zero  inflation  might  require  the 
less  advantaged  to  take  on  a  disproportionate  amount  of  the  bur¬ 
den  of  achieving  benefits  whose  size  and  distribution  are  uncertain. 

RISKS  IN  MACROECONOMIC  POLICY 

The  previous  discussion  identified  the  uncertainties  associated 
with  estimating  the  changing  level  of  the  NAIRU.  There  are  also 
other  uncertainties  facing  policymakers.  This  Administration  has  a 
record  of  forecasting  accurately — but  conservatively— output,  infla¬ 
tion,  and  unemployment.  But  no  forecast  is  without  uncertainty. 
The  long  and  variable  lags  in  all  policies,  from  the  initial  decision 
through  implementation  to  the  realization  of  the  full  effects,  create 
imcertainty  about  what  the  right  policy  should  be.  Not  only  do  we 
lack  precise  knowledge  about  where  the  economy  will  be  in,  say,  6 
montJis’  time,  when  the  effects  of  today’s  policy  decisions  may  be 
felt;  often  it  is  hard  to  know  with  precision  where  the  economy  is 
today.  Good  policymaking  recognizes  this  uncertainty  and  weighs 
carefully  the  risks  of  alternative  courses  of  action.  An  added  advan¬ 
tage  of  the  stable  macroeconomic  environment  achieved  over  the 
past  4  years  is  that  those  risks  are  far  smaller  than  they  would  be 
in  a  more  volatile  environment. 

The  preceding  discnission  of  the  NAIRU  and  analyses  in  recent 
Reports  set  the  stage  for  an  evaluation  of  these  risks.  On  the  one 
hand,  expansionary  policies  that  lead  to  unemployment  below  the 
NAIRU  may  result  in  a  slight  increase  in  inflation,  with  an  accom¬ 
panying  risk  of  higher  unemployment  later  as  the  economy  returns 
to  its  lower  inflation  level.  On  the  other  hand,  policies  that  lead  to 


unemployment  above  the  NAIRU  reault  in  a  decrease  in  inflation, 
but  sdso  a  waste  of  the  economy’s  productive  potential,  slower 
growth,  and  unnecessary  suffering,  as  workers  who  are  able  and 
willing  to  work  cannot  find  it.  Evaluating  the  risk  of  more  expan¬ 
sionary  policies  raises  several  key  issues.  How  high  are  the  costs 
of  a  slight  increase  in  inflation?  Does  the  economy  stand  at  a  preci¬ 
pice,  such  that  once  inflation  increases,  it  is  likely  to  accelerate 
quickly?  How  high  is  the  cost  disinflating  should  the  economy 
overshoot? 

Recent  research  lends  support  to  those  who  advocate  a  cautiously 
expansionary  policy:  as  the  preceding  discussion  suggested,  given 
the  United  States’  recent  history  of  low  and  stable  inflation,  slight 
increases  in  inflation  do  not  seem  to  be  associated  with  large  costs. 
And  last  year’s  Report  indicated  that  the  economy  does  not  stand 
at  a  precipice:  at  least  in  today’s  stable  environment,  runaway  in¬ 
flation  is  not  a  threat.  Moreover,  econometric  evidence  suggests 
that  the  relationship  between  the  level  of  imemployment  and  infla¬ 
tion  is  such  that  the  "ractra”  cost  of  disinflating — of  wringing  out  in¬ 
flation  by  temporarily  increasing  unemployment  above  the 
NAIRU — ^is  no  greater  tiian  the  increased  output  resulting  from  the 
unintended  lowering  of  unemployment  below  the  NAIRU  through 
cautiously  expansionary  policies.  Moreover,  the  earlier  discussion 
suggested  that,  in  the  current  environment  of  low  and  stable  infla¬ 
tion,  the  beneflts  of  reducing  inflation  may  be  lower  and  those  of 
reducing  unemployment  higher  than  had  previously  been  thought. 

THE  FINANCIAL  CONDITION  OF  HOUSEHOLDS 

As  1996  ended,  economic  fundamentals  appeared  quite  strong. 
Almost  none  of  the  economic  symptoms  that  often  precede  a  down¬ 
turn,  such  as  financial  imbalances  or  inflationary  pressures,  were 
evident  at  the  end  of  the  year.  The  exceptions  to  tMs  positive  out¬ 
look  were  potentially  worrisome  trends  in  consumer  indebtedness, 
credit  card  delinquencies,  and  personal  bankruptcies.  But  upon 
analysis  they  do  not  seem  to  reflect  dangerous  financial  imbalances 
or  presage  banking  sector  troubles.  Indeed,  at  the  beginning  of 
1997  the  overall  financial  condition  of  households  was  sound  and 
the  banking  system  was  very  healthy. 

TRENDS  IN  CONSUMER  CREDIT 

The  past  few  years  have  been  marked  by  a  rapid  -rise  in 
consumer  credit  (which  does  not  include  residential  mortgage 
loans)  and  a  subsequent  worsening  of  some  indicators  of  household 
financial  condition.  The  runup  in  consumer  credit  had  slowed  con¬ 
siderably  by  the  end  of  1996,  following  more  than  2  years  of  dou¬ 
ble-digit  credit  growth.  Even  in  1996,  however,  consumer  credit  ap- 
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pears  to  have  grown  faster  than  disposable  income.  Reflecting  this 
rise,  total  required  debt-service  payments  of  households  (including 
payments  on  mortgage  debt)  have  also  risen  as  a  share  of  dispos¬ 
able  income. 

The  largest  and  fastest-growing  type  of  consumer  credit  is  revolv¬ 
ing  credit,  which  consists  primarily  of  credit  card  accounts  (Table 
2-1).  Banks  hold  the  largest  share  of  consumer  credit:  almost  half 
of  the  total  outstanding,  or  about  three  times  the  shares  held  by 
finance  companies  and  credit  unions.  Other  holders  include  savings 
institutions,  retailers,  and  gasoline  companies.  A  large  and  rapidly 
rising  share  of  consumer  loans  is  held  in  seouitized  pools:  loans 
are  packaged  by  the  originator  and  securities  issued  against  them, 
which  are  then  sold  to  investors  (Bex  2-2). 


Table  2-\.— Growth  in  Consumer  Credit  Outstanding 
(PRCtat  chaiie;  simie  annuai  fates') 


Period 

Tutal 

RewkMif 

Automobile 

OOier 

Minim-. 
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1993  . . 
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11.0 

3.6 
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22.0 
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9J 

5.5 

1996:1  . . 

16.S 

t9 

9.0 

3.5 

II 

12.0 

10.2 

-2.7 

t7 

III  - 

9.3 

9.2 

1.4 

4.4 

Octobw  . . 

6.6 

3.7 

14J 

.0 

Npwmber _ _ 

7.5 

0.4 

1.6 

12.4 

6.0 

iMd.  Npwmber  1996  (biliom  el  Mmi 

1,1906 

460.0 

377.7 

3520 

>5,690.6 

■  Calculated  fram  published  lewis. 

>  Annual  rate. 

Note.— Annual  percent  chan^  are  tar  December  te  December;  quarterly,  for  last  month  m  quarter  to  last  month  in 
quarter.  Data  are  seasonally  adiusled. 

Sources:  Department  o(  Commerce  and  Board  ef  Gowmots  of  the  Federal  Reserw  System. 

The  rapid  growth  in  consumer  debt  in  recent  years  reflects  both 
demand  and  supply  factors.  On  the  demand  side,  the  strong  eco¬ 
nomic  expansion  and  the  consequent  decline  in  imemployment  and 
rise  in  consumer  confidence  are  likely  to  have  increased  house¬ 
holds’  willingness  to  borrow.  Borrowing  may  also  have  been  boosted 
by  the  increases  in  household  wealth  generated  primarily  by  higher 
stock  prices.  Refinancing  of  residential  mortgages  has  cut  house¬ 
hold  interest  burdens,  increasing  the  amount  of  consumer  debt  that 
households  can  support.  At  the  same  time,  a  desired  rebound  in 
spending  on  durable  goods  following  the  1990-91  recession  may 
well  have  stimulated  the  demand  for  consumer  credit. 

On  the  supply  side,  the  recovery  of  the  banking  system  following 
the  substantial  losses  and  capital  pressures  of  the  late  1980s  and 
early  1990s  may  have  encouraged  banks  to  try  to  increase  lending 


Box  2-2. — Securitization  of  Consumer  Loans 

In  recent  years  lenders  have  financed  an  increasing  share  of  con¬ 
sumer  loans  by  selling  them  to  investors  in  the  form  of  asset-backed 
securities.  These  securities  allow  investors  to  purchase  a  claim  on 
the  interest  and  principal  payments  generated  by  a  pool  of  consumer 
loans.  The  first  sales  of  such  securities  occurred  only  in  1985,  but 
by  1996  more  than  20  percent  of  outstanding  consumer  loans  had 
been  securitized  and  sold.  The  largest  issuers  are  the  finance  sub¬ 
sidiaries  of  automobile  manufacturers,  credit  card  banks,  and  non¬ 
bank  credit  card  issuers.  The  structure  of  consumer  loan-backed  se¬ 
curities  varies,  reflecting  the  types  of  loans  being  securitized  and 
the  needs  of  the  seller.  The  securities  are  sold  to  a  variety  of  inves¬ 
tors,  including  insurance  companies,  pension  funds,  and  mutual 
funds. 

Automobile  loans  were  the  first  type  of  consumer  loans  to  be 
securitized.  More  recently,  however,  credit  card  loans  have  become 
the  largest  class  of  securitized  consumer  loan.  In  large  part  this  shift 
reflects  heavy  securitization  by  banks,  virtually  all  of  which  repre¬ 
sents  sales  of  credit  card  loans.  A  recent  Federal  Reserve  survey  of 
senior  loan  officers  at  large  banks  found  two  main  reasons  for  the 
increase  in  securitization:  rapid  growth  in  credit  card  lending  had 
outstripped  banks’  willingness  to  hold  such  loans  on  their  books, 
and  banks  had  gained  experience  in  arranging  securitizations.  In  ad¬ 
dition,  the  banks  pointed  to  the  capital  market’s  greater  receptive¬ 
ness  to  securitized  loans,  and  the  rising  costs  of  carrying  loans  on 
their  own  balance  sheets. 

Most  securities  backed  by  consumer  loans  have  what  are  known 
as  credit  enhancements,  which  can  substantially  reduce  default  risk. 
These  features  include  third-party  guarantees;  “set-asides”  in  which 
either  the  lender  puts  up  money  at  the  time  of  the  sale  to  cover  pos¬ 
sible  losses,  or  a  portion  of  the  interest  paid  on  the  securitized  loans 
is  accumulated  in  a  fund  for  the  same  purpose;  and  the  sale  of  a 
subordinated  class  of  securities  that  are  paid  only  after  payments  on 
the  senior  securities  have  been  made.  As  a  result,  the  securities  gen¬ 
erally  obtain  top  ratings  from  independent  rating  agencies.  When 
losses  on  consumer  loans  were  high  during  and  after  the  1990-91 
recession,  these  enhancements  proved  quite  robust:  none  of  the  se¬ 
curities  missed  a  payment. 
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by  easing  their  standards  and  terms.  Simultaneously,  three  other 
changes  may  have  reduced  the  apparent  risk  of  consumer  lending 
relative  to  other  types  of  loans.  First,  improvements  in  comput¬ 
erization  and  credit  scoring  may  have  improved  banks*  ability  to 
measure  and  manage  consumer  lending  risk.  Second,  the  develop¬ 
ment  of  a  maricet  for  securitized  consumer  loans,  especially  credit 
card  loans,  allowed  banks  to  shift  some  of  the  risk  of  these  loans 
to  security  holders.  Third,  consolidation  in  the  banking  industry 
may  have  improved  the  geographical  diversification  of  banks’ 
consumer  loans.  Reflecting  these  trends.  Federal  Reserve  surveys 
of  senior  loan  officers  between  1991  and  1995  consistently  showed 
a  net  increase  in  willingness  to  provide  consumer  installment 
loans. 

Other  supply  and  demand  factors  also  contributed  to  the  particu¬ 
larly  rapid  growth  in  revolving  credit.  On  the  household  side  this 
rise  may  reflect,  at  least  in  part,  increased  convenience  use  of  cred¬ 
it  cards,  as  more  nontraditional  outlets  such  as  grocery  stores 
began  accepting  credit  card  payments.  This  sort  of  card  use  also  re¬ 
flects  supply-side  factors.  Card  issuers  have  offered  incentives,  such 
as  frequent-flyer  miles,  to  cardholders  to  encourage  them  to  make 
purchases  with  their  cards.  In  addition,  lenders  have  aggressively 
piursued  new  credit  card  customers,  with  extensive  promotions  in¬ 
cluding  widespread  mailings  of  preapproved  applications,  and  an 
increased  willingness  to  provide  card  accoimts  to  riskier  customers. 
Data  from  the  1995  Stirvey  of  Consumer  Finances  by  the  Federal 
Reserve  show  that  the  share  of  lower  income  households  with  cred¬ 
it  card  debt  has  increased  somewhat  in  recent  years.  However,  the 
survey  also  shows  that  the  largest  increases  in  consumer  credit  use 
are  not  among  low-income  households,  but  rather  among  those 
with  incomes  of  $50,000  to  $100,000.  The  expansion  in  bank  credit 
card  activity,  in  turn,  has  been  driven  by  the  high  profitability  of 
credit  card  lending. 

IMPACT  ON  HOUSEHOLDS 

Measures  of  consumer  loan  delinquencies  and  increased  losses  on 
bank  consumer  loans,  as  measured  by  net  charge-offs,  suggest  that 
at  least  some  households  are  facing  significant  financial  strains. 
The  rise  in  the  charge-off  rate  over  the  past  2  years  has  brought 
it  back  to  near  its  1991  peak.  Consumer  loan  delinquency  rates, 
however,  remain  well  below  their  previous  peak  (Chart  2-3). 

But  both  of  these  patterns  need  to  be  put  into  proper  context.  In 
the  case  of  both  delinquencies  and  charge-offs  the  recent  deteriora¬ 
tion  has  been  more  dramatic  for  credit  card  loans  than  for  other 
consumer  loans.  For  residential  mortgages,  the  other  mqjor  type  of 
household  loan,  delinquency  rates  have  declined  recently  and  are 
near  their  lowest  level  in  almost  two  decades.  The  number  of  non- 


Chaft2-3  Delinquency  nalea 

In  contrast  to  the  rise  in  consumer  loan  delinquencies,  the  mortgage  delinquency 
rate  has  dropped. 
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business  bankruptcies,  which  reached  their  highest  quarterly  level 
ever  (more  than  290,000)  in  the  third  quarter  of  1996,  represents 
another  possible  sign  of  distress  among  some  households.  As  dis¬ 
cussed  in  Box  2-3,  however,  this  rise  is  probably  at  least  partly  the 
result  of  such  factors  as  changes  in  bankruptcy  law  and  a  number 
of  broader  societal  changes,  which  have  increased  the  willingness 
of  households  to  file  for  bankruptcy.  Nonetheless,  the  pickup  in 
bankruptcies  has  surprised  many  lenders. 

One  problem  in  assessing  the  implications  of  recent  movements 
in  bankruptcies  and  delinquencies  is  distinguishing  between  long¬ 
term  trends  and  normal  cyclical  variations.  Normally,  as  the  econ¬ 
omy  goes  into  an  expansion,  bankruptcy  and  delinquency  rates 
might  be  expected  to  decline  at  first  and  then  rise.  Since  economic 
turnarounds  are  hard  to  predict,  at  the  beginning  of  a  recovery  a 
large  number  of  firms  and  households  will  do  better  than  expected. 
As  a  result,  delinquency  rates  will  turn  out  lower  than  expected. 
Moreover,  the  pace  of  lending  increases  during  recoveries,  which 
may  subsequently  depress  delinquency  and  loss  rates  because  the 
new  loans  are  imlikely  to  become  delinquent  soon  after  they  are  ex¬ 
tended.  Eventually,  however,  as  banks  lower  their  lending  stand¬ 
ards  in  response  to  their  greater  optimism  about  the  economy  and 
their  own  improved  financial  position,  delinquencies  and  bank¬ 
ruptcies  increase. 


58 


■5 


Box  2-3. — Nonbusiness  Bankruptcy:  Trends  and  Causes 

The  recent  rise  in  nonbusiness  bankruptcies  is  probably  the  re¬ 
sult  of  changes  in  bankruptcy  law  and  a  number  of  broader  societal 
changes,  in  addition  to  economic  conditions.  Indeed  the  trend  has 
been  evident  for  many  years.  The  number  of  nonbusiness  bankruptcy 
filings  was  fairly  stable  between  the  late  1960s  and  the  late  i970s, 
but  it  has  grown  steadily  since  from  about  200,000  a  year  in  the  late 
i970s  to  more  than  1  million  for  the  12  months  ending  in  Septem¬ 
ber  1996. 

In  recent  years  about  two-thirds  of  nonbusiness  bankruptcies  have 
been  filed  under  Chapter  7  of  the  U.S.  Bankruptcy  Code.  Under  chap¬ 
ter  7,  assets  of  the  petitioner  in  excess  of  the  State  exemption  level 
(if  any)  are  liquidated,  and  the  proceeds  are  distributed  to  the  credi¬ 
tors.  In  return,  most  remaining  unsecured  debts  of  the  petitioner  are 
“discharged,”  that  is,  forgiven.  Virtually  all  other  nonbusiness  bank¬ 
ruptcies  are  filed  under  Chapter  13.  Those  filing  under  Chapter  13 
are  not  required  to  give  up  any  assets  but  must  instead  provide  a 
plan  under  which  they  will  repay  a  portion  of  their  debts  from  fu¬ 
ture  income,  generally  over  several  years. 

Researchers  generally  attribute  much  of  the  increase  in  bankrupt¬ 
cies  since  the  late  1970s  to  effects  of  the  Bankruptcy  Reform  Act  of 
1978.  This  act  increased  the  protections  available  to  petitioners  and 
established  Federal  asset  exemption  levels  that  were  quite  generous 
compared  with  State  exemption  levels.  However,  the  act  also  al¬ 
lowed  States  to  override  the  Federal  exemption  levels,  and  many 
did  so.  The  Federal  exemption  levels  were  doubled  in  the  Bank¬ 
ruptcy  Reform  Act  of  1994,  which  may  have  given  further  impetus 
to  the  rise  in  bankruptcy  filings  in  1995  and  1996. 

Other  economic  and  social  factors  may  have  contributed  to  the 
recent  rise  in  bankruptcies.  Improvements  in  the  supply  of  consumer 
credit  likely  increased  borrowing  by  households  with  lower  levels 
of  wealth  and  income,  and  such  households  seem  more  likely  than 
others  to  file  for  bankruptcy  after  a  financial  shock.  Bankruptcies 
may  also  have  been  boosted  by  a  reduction  in  the  social  stigma  at¬ 
tached  to  bankruptcy.  The  increase  in  the  number  of  divorces  may 
also  have  contributed.  Finally,  advertising  by  lawyers,  which  be¬ 
came  legal  in  1 977,  may  have  made  households  more  aware  of  bank¬ 
ruptcy  as  an  option. 
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As  asset  quality  declines,  banks  are  led  to  reassess  their  lending 
strat^es.  Recent  Federal  Reserve  surveys  have  found  that  about 
half  the  banks  had  tightened  their  standards  for  approving  new 
credit  card  accounts,  and  a  significant  share  had  also  tightened 
some  terms  on  these  accounts.  About  a  quarter  of  the  banks  re¬ 
ported  having  tightened  lending  standards  for  non-credit  card 
consumer  loans.  More  generally,  surveys  since  the  middle  of  1996 
have  indicated  that,  on  balance,  banks  have  become  slightly  less 
willing  to  extend  consumer  loans. 

POSSIBLE  EFFECTS  ON  LENDING  INSTITUTIONS  AND 
CONSUMER  SPENDING 

Increased  delinquency  rates  and  loan  losses  could  put  the  finan¬ 
cial  position  of  lending  institutions  in  jeopardy,  or  they  could  de¬ 
press  consumer  spending  and  thus  adversely  affect  the  economic 
expansion.  Neither  outcome  appears  likely  at  present. 

Today,  banks  are  in  sound  financial  condition.  Bank  capital  and 
reserve  ratios  are  robust  relative  to  their  levels  in  the  mid-1980s, 
and  bank  profitability  is  near  record  levels.  Moreover,  despite  the 
rise  in  delinquency  and  charge-off  rates  on  consumer  loans,  overall 
bank  asset  quality  remains  high:  measures  of  business  and  real  es¬ 
tate  loan  quality  are  near  their  best  levels  in  recent  years.  Finally, 
credit  card  loans,  which  have  shown  the  greatest  deterioration,  ac¬ 
count  for  only  about  5  percent  of  bank  assets.  Thus,  bank  regu¬ 
lators  can  react  in  a  graduated  manner  to  lending  excesses  at  some  | 
banks.  Indeed,  Federal  banking  regulators,  while  continuing  to 
monitor  banks’  consumer  lending  activities,  have  not  taken  any 
broad  regulatory  actions. 

Households’  spending  could  be  adversely  affected  by  their  finan¬ 
cial  position  either  directly,  because  they  become  unwilling  to  bor¬ 
row  further  to  finance  continued  purchases,  especially  purchases  of 
consumer  durables,  or  indirectly,  because  banks  become  unwilling 
to  lend  to  them.  It  seems  unlikely  that  banks  will  pull  back  from 
consumer  lending  by  enough  to  affect  consumer  spending  on  dura¬ 
ble  goods  substantially.  Because  their  condition  is  healthy,  banks 
can  respond  to  higher  losses  in  a  measured  way,  without  drastic  re¬ 
ductions  in  consumer  lending.  As  already  noted,  the  bulk  of  the 
loan  quality  problem  appears  to  be  in  the  credit  card  sector,  where  | 

some  banks  may  have  eased  standards  excessively  in  earlier  efforts  ! 

to  gain  market  share.  Nonetheless,  profitability  among  the  largest 
credit  card  banks,  although  not  as  high  as  it  was  a  few  years  ago, 
remains  high  relative  to  profits  at  other  banks  (Box  2-4).  j 

Banks  are  also  likely  to  pull  back  selectively,  because  rising  de-  i 
linquencies  and  losses  on  credit  card  loans  may  reflect  the  behavior  ! 
of  a  relatively  small  group  of  riskier  borrowers  who  have  been  able 
to  obtain  card  accounts  in  recent  years;  the  fact  that  other  meas-  j 
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Box  2-4. — Prontability  of  Credit  Card  Operations 

The  credit  card  operations  of  large  banks  appear  to  have  been  far 
more  profitable  than  other  bank  activities  in  recent  years.  However, 
competitive  pressures  and  higher  loan  losses  have  eroded  this  dif¬ 
ference  since  the  early  1990s. 

The  profits  of  the  large  credit  card  banks  significantly  exceeded 
those  of  the  banking  industry  as  a  whole  through  the  late  1980s  and 
early  1990s.  In  1993  and  1994,  before-tax  profits  at  these  banks, 
which  account  for  about  two-thirds  of  the  banking  industry’s  credit 
card  loans  outstanding,  were  roughly  4  percent  of  outstanding  bal¬ 
ances.  By  contrast,  banking  industry  profits,  before  taxes,  were  only 
about  1.7  percent  of  assets  in  those  2  years.  Since  then  this  laig;e 
gap  has  narrowed.  Before-tax  profits  at  large  credit  card  banks  fell 
to  just  2.7  percent  in  1995,  and  to  just  2.1  percent  in  the  first  half  of 
1996.  Over  the  same  period,  profits  for  the  industry  as  a  whole  have 
increased  slightly,  to  more  than  1.8  percent  of  assets.  The  relative 
decline  in  profits  at  large  credit  card  banks  reflects  a  rise  in  loan 
losses,  a  reduction  in  fee  income,  and  narrower  interest  spreads. 
Nonetheless,  because  of  rising  levels  of  securitization,  returns  on 
assets  and  equity  at  these  banks  remain  quite  high  relative  to  re¬ 
turns  for  the  industry  as  a  whole. 


ures  of  household  financial  strength  have  not  deteriorated  to  the 
same  degree  supports  this  notion.  Even  the  rise  in  the  delinquent 
rate  on  non-credit  card  consumer  loans  at  banks  may  be  an  over¬ 
statement;  these  loans  include  loans  for  automobiles,  the  delin¬ 
quent  rate  for  which  may  have  been  boosted  in  recent  years  by 
the  shift  of  many  relatively  low  risk  customers  to  lease  financing. 
Finally,  banks  may  find  it  difficult  to  limit  credit  card  lending  in 
the  short  run,  because  unused  lines  of  credit  are  currently  more 
than  three  times  the  dollar  volume  of  credit  card  loans  outstand¬ 
ing,  and  these  lines  have  been  growing  rapidly. 

The  high  level  of  indebtedness  is  also  unlikely  to  affect  consumer 
spending  significantly.  Indeed,  standard  theoretical  models  of 
consumer  spending  indicate  that  indebtedness  has  no  independent 
effect;  consumer  spending  is  determined  by  income  patterns  over 
people’s  lifetimes.  Some  research  suggests  that  high  levels  of  in¬ 
debtedness  may  have  an  adverse  effect.  But  in  the  current  situa¬ 
tion  this  effect  should  be  offset  by  other  influences.  The  ratio  of 
households’  net  worth  to  disposable  income  is  ar  high  now  as  it  has 
been  in  three  decades.  Historically,  high  leveL  of  aggregate  net 
worth  relative  to  disposable  income  have  been  associated  with  high 
levels  of  consumer  spending.  In  addition,  high  levels  of  consumer 
confidence  should  help  to  bolster  consumer  spending. 
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INFLATION-INDEXED  SECURITIES 


In  September  1996  the  Treasuiy  announced  that  it  would  issue 
inflation-indexed  dd>t  securities  starting  in  early  1997.  Inflation-in¬ 
dexed  securities  provide  two  main  benefits.  First,  they  offer  inves¬ 
tors  an  asset  that  is  protected  against  unexpected  inflation.  No 
other  financial  asset  offers  the  same  degree  of  protection  against  I 

both  credit  risk  and  the  ride  d*  inflation.  Moreover,  financial  firms  I 

may  use  indexed  securities  to  provide  other  assets  valued  by  house-  . 

holds,  such  as  indexed  aimuities.  Second,  since  investors  should  be  i 

willing  to  accept  a  lower  average  yield  on  securities  that  provide  ; 

such  a  hedge  against  inflation,  a  shift  from  conventional  securities  i 

to  indexed  securities  of  the  same  maturity  is  likely  to  reduce  the  | 

Treasury’s  average  borrowing  costs.  Indexed  securities  offer  other 
benefits  as  well:  the  spread  that  emerges  in  the  market  between  | 

rates  on  indexed  and  <m  comparable  conventional  securities  will  I 

provide  better  infmrmaticm  than  is  now  available  about  investors’  1 

expectations  of  future  inflation,  which  should  prove  useful  in  for-  i. 

mulating  monetary  pdicy;  and  indexed  securities  could  reduce  the  j 

sensitivity  of  the  Fe^ral  budget  to  unexpected  fluctuations  in  real  j 

interest  rates,  by  allowing  the  Treasury  to  lock  in  real  financing  \ 

costs  over  a  relativdiy  Itmg  horizon.  \ 

HOW  INFLATION-INDEXED  SECURITIES  WORK  j 

The  first  indexed  securities  issued  cany  a  10-year  maturity.  In  | 

the  future  the  Treasury  will  issue  indexed  securities  once  each  ! 

quarter.  As  with  the  current  2-  and  5-year  Treasury  notes,  the  j 

sales  are  sin^e-prke  auctions  in  which  all  successful  bidders  re-  \ 

ceive  the  same  return.  Investors  can  make  noncompetitive  tenders 
so  that  they  are  assured  oi  receiving  securities  at  the  rate  deter¬ 
mined  in  the  auctirm.  Indexed  securities  are  available  in  denomina¬ 
tions  as  small  as  $1,000,  to  encourage  demand  from  small  savers. 

The  securities  can  also  be  stripped,  that  is,  the  interest  component  i 
separated  from  the  principal  component  to  suit  the  needs  of  dif¬ 
ferent  investors  for  (hffering  income  streams.  The  Treasury  expects 
to  issue  one  other  maturity  of  indexed  security  within  a  year.  In 
addition,  the  Treasury  intends  to  sell,  starting  in  about  a  year,  in¬ 
flation-protected  savings  btmds  that  pay  rates  based  on  those  on  * 
marketable  indered  securities.  Conventional  EE  savings  bonds,  [ 
which  are  not  indoed,  will  continue  to  be  available. 

The  principal  of  indexed  Treasury  securities  is  protected  from  in¬ 
flation  becarise  its  value  is  adjusted  periodically  (indexed)  in  line  ] 
with  changes  in  the  cemsumer  price  index.  The  version  of  the  CPI 
used  for  these  calculations  is  the  CPI  for  all  items  for  urban  con-  I 
sumers  (CPI-U),  without  seasonal  adjustment.  Investors  will  re-  | 
ceive  semiannual  interest  (coupon)  payments  based  on  the  indexed 
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value  of  the  principal.  At  maturity  the  indexed  value  of  the  prin¬ 
cipal  or  the  par  value,  whichever  is  larger,  is  repaid.  Because  the 
coupon  payments  are  based  on  the  inflation-adjusted  principal, 
both  they  and  the  principal  of  indexed  securities  are  protected 
against  increases  in  the  general  price  level.  The  fact  that  the  value 
of  the  principal  can  increase  before  it  is  repaid  raises  special  issues 
ci  tax  treatment,  which  are  discussed  in  Box  2-5. 


Box  2-5. — Tax  Treatment  of  Indexed  Securities 

■  .■ 

Before  the  first  indexed  securities  were  issued,  the  In^mal 
enue  Service  proposed  regulations  on  their  tax  treatment, 
payments  on  indexed  securities  will  be  taxable  as  current 
as  are  those  on  conventional  Treasury  securities.  However, 
in  the  inflation- indexed  principal  will  also  be  taxable  as  inte]^f|l|i| 
come.  If  the  CPI-U  declines,  the  resulting  reduction  in  the  tncfeli^ 
principal  may  be  used  (subject  to  some  limitations^  to  offset 
tion  of  interest  payments  on  the  indexed  securities. 

Because  holders  of  indexed  securities  receive  the  increase  ittj 
inflation-indexed  principal  only  at  maturity,  in  periods  of  hij|l^ 
flation  the  income  tax  they  owe  on  the  interest  plus  that 
crease  in  principal  could  exceed  the  interest  payment  receiwlfc 
inflation  rate  at  which  this  occurs  depends  on  the  interest  lai 
the  indexed  securities  and  the  investor’s  marginal  tax 
real  interest  rate  of  3  percent  on  indexed  securities,  for  a 
in  the  28  percent  tax  bracket,  taxes  will  exceed  interest  recmVdo^F;; 
inflation  exceeds  about  8  percent.  Investors  in  this  po^on 
cover  the  tax  payment  by  selling  a  portion  of  their  indexed  S-esiUrf; 
ties.  Holders  of  conventional  Treasuries  do  not  face  this 
because  inflation  automatically  reduces  the  real  value  of  their 


Of  course,  many  households  will  invest  in  indexed 
through  tax-deferred  accounts  such  as  individual  retureraent  ti 
and  401  (k)  plans.  For  these  investors  the  tax  treatment  ol^ 
securities  will  generally  be  immaterial  unless  they  make  a;ta  ., 
early  withdrawal.  Similarly,  holders  of  inflation-indexed, 
bonds  (as  opposed  to  marketable  indexed  securities)^ 
taxes  on  interest  received  until  maturity.  ' 


BENEFITS  OF  INDEXED  SECURITIES 

Indexed  securities  provide  households  with  a  savings  vehicle  that 
automatically  adjusts  to  compensate  for  the  effects  of  inflation.  His¬ 
tory  suggests  that  the  returns  on  most  assets  do  not  fully  reflect 
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changes  in  the  inflaiitm  rate.  Among  financial  assets.  Treasury 
bills  have  provided  the  best  protection  against  inflation  (Table  2- 
2).  Stocks  and  long-term  government  bonds  have  not  provided  such 
protection.  Investments  in  new  homes,  and  to  an  even  greater  de¬ 
gree  in  existing  homes,  have  provided  protection  against  inflation, 
but  real  estate  investments  are  not  liquid.  Thus,  families  looking 
for  a  flexible  and  low-oost  way  to  save  for  future  expenditures  such 
as  retirement  or  a  child’s  education  should  find  inflation-indexed 
securities  a  valuable  new  opti<m  (Box  2-6).  The  availability  of  in¬ 
dexed  Treasuiy  securities  may  also  allow  private  firms  to  develop 
other  desirable  financial  instruments,  such  as  inflation-indexed 
mutual  funds  and  annuities,  or  to  hedge  pension  liabilities.  Indeed, 
at  least  one  mutual  fund  manager  has  already  filed  with  the  Secu¬ 
rities  and  Exchange  Commission  to  offer  a  mutual  fund  investing 
primarily  in  indexed  securities. 


Table  2-2.— Average  Incretue  in  Rate  of  Return  When  Inflation  Rises 
by  1  Percentage  Point 

piies;  MMSftlC4] 


Holdinp  period 

IIQ2SI 

1  lear 

5)ean 

rmancial  assets: 

-1.74 

-1.34 

j 

1 

1 

-.97 

.53 

-.79 

.65 

Nonfinancial  assets: 

New  homes  (mediaii  sales  price . . . 

.17 

.26 

Eristini  homes  (mediaa  sales  price) . . 

.95 

.78 

Note— Oata  stNMK  are  tke  skfc  cariliciaiNi «  Me  MMm  nte  taken  (mni  retressions  of  each  nte  of  return  on  a 
constant  and  CPI  inflation  owi  Ike  ceneipanim  IteMi^  period. 

Returns  on  financial  assets  are  fnni  Skotsen  kssKiWs.  epuikr  returns  are  for  the  SAP  SOO  indeL 
Data  for  financial  assets  kepin  in  I9SS;  ter  new  karee  prices,  in  1963;  and  for  eristing  honw  prices,  in  1968. 

Sources:  Council  of  Ecanonric  kSmsm.  kased  an  data  kam  Matson  kssodates.  National  Association  of  Realtors.  Depait- 
awM  of  Commerce,  and  DepaitiaenI  af  lakar. 

Much  of  the  attention  surrounding  the  introduction  of  indexed 
securities  has  focused  on  their  likely  impact  on  households,  but  in¬ 
dexed  securities  also  raise  two  important  issues  for  the  Treasuiy. 
First,  many  economists  believe  that  the  Treasury  now  pays  an  in¬ 
flation  risk  premium  on  its  intermediate-  and  long-term  conven¬ 
tional  securities.  In  other  words,  investors  require  a  higher  interest 
rate  on  these  securities  to  compensate  them  for  the  possibility  that 
higher-than-expected  inflation  will  erode  the  real  value  of  future 
interest  payments  and  principal  repayments  received  on  the  secu¬ 
rity.  One  recent  study  concluded  that  investor  concerns  about  infla¬ 
tion  risk  might  add  as  much  as  to  1  percentage  point  to  the  re¬ 
quired  yield  on  some  Treasury  securities.  Thus,  by  issuing  indexed 
securities,  the  Treasury  may  be  able  to  reduce  average  borrowing 
costs. 
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How  Indexed  Securities  Reduce  InllaHon  MBk 

The  table  below  illustrates  how  i«fexed  bonds  can  reduce  the 
risk  of  meeting  a  future  expenditure.  In  this  ca^  the  expense  is  the 
cost  of  a  year  of  college  for  a  who  is  H  fesrs  old  today  and 
will  be  attending  college  in  10  years,  IF  Uie  cosVoF  u  y]^  of  college 
rises  at  the  same  rate  as  the  C1^,  as  iadei^ 
parents  enough  money  to  cover  that  co^nbtji^ter  tow  tli^ 
inflation  rate  in  the  intervening  years. 

Note  that  aldiougb  the  indexed  security  reduc^Mri^,  it  may 
underperform  the  conventional  security.  In  the  example  shows,  if 
inflation  turns  out  to  Im  only  1  percent,  the  holder  of  the  conven¬ 
tional  security  will  end  up  with  a  larger  net  return  than  the  holder  of 
the  indexed  security.  However,  if  inflation  turns  out  to  be  5  percead^ 
the  bolder  of  the  conventiotta!  security  will  end  up  with  a 
net  return  and  will  be  umdtte  to  meet  the  cost  of  college 
securiQf  and  its  ac^umntated  interest. 

"i'  ^ 

Smmgs  QMcomasj^erlO  Under Differ&UlnfkftUm^^ .  ,  :  ■ 
Assumptions  '*  '  [  . 

ftoHiarinvigporS  of  itO/XX);  expected  Ir^ifion  of  3  perc«it] 


If  kiflation 
ttjmsouttetw: 


ConvenSonafbond 
(SulSMfto  inABSOft  rMd 


Investment  outcome;  $18,771 
Coli^cmrt;  14,728 

Utet!  4.043 


Investment  outcome:  $18,771  Investment  outcome:  $21jbf 

Co#egeoost:  21.718  College  cost  21,718 

Met:  -2,047  N«:  173 


Note;  Real  rale  of  return  of  3  percent  on  indexed  bond;  nominal  rate  of  return  of  6,5  per¬ 
cent  on  conventional  bond  (3  percent  real  rate  of  return  plus  0.5  percent  irrftitton  dak  premitflii 
plus  3  percent  expected  inflation);  current  college  cost  of  $13,333,  assumed  to  grow  at  ffie 
same  rate  as  the  CPI;  returns  are  assumed  to  accumulate  tax  free. 

Source;  Council  of  Economic  Advisers  calculations. 


The  second  issue  for  the  IVeasury  is  the  effect  of  the  indexed  se¬ 
curities  on  the  riskiness  ot  Treasuiy  payments:  indexed  securities 
increase  the  risk  to  the  Treasury  of  having  to  meet  high  interest 
payments  if  inflation  is  high.  This  uncertainty,  however,  is  about 
the  nominal  payments  that  the  Treasury  will  make;  indexed  securi¬ 
ties  actually  reduce  uncertainty  about  the  real  value  of  those  pay¬ 
ments.  Fixed  real  payments  on  at  least  a  portion  of  the  Treasury’s 
debt  may  be  desirable,  since  an  increase  in  inflation  would  increase 
nominal  interest  costs  but  would  also  be  expected  to  increase  nomi¬ 
nal  GDP  and  thus  tax  revenues.  This  effect  of  indexed  securities 
on  payments  made  by  the  Treasuiy  can  be  seen  in  the  example  of 
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household  savings  in  Box  2-6.  Snce  indexed  securities  provide  for 
less  variation  in  the  real  value  of  the  household’s  savings,  they 
must  also  provide  fiir  less  variathm  in  the  real  value  of  payments 
hy  the  Treasury.  Dius,  indexed  securities  reduce  real  uncertainty 
not  only  for  investMS,  but  also  fmr  the  Treasury. 

Indmred  securities  may  also  have  implications  for  monetary  pol- 
i^.  Some  economists  have  wOTried  that  substantial  issuance  of  in¬ 
dexed  securities  could  reduce  the  pcditical  pressure  on  the  Federal 
Reserve  to  keep  inflation  low,  because  holders  of  Treasury  securi¬ 
ties  would  beomne,  as  a  group,  less  anxious  about  inflation.  On  the 
other  hand,  indexed  securities  may  increase  the  government’s  in¬ 
centive  to  fl|^t  inflation,  because  it  would  not  be  possible  to  inflate 
away  the  value  of  inflatim-indexed  ddbt. 

Whatever  the  dfect  tm  incentives,  indexed  securities  could  also 
provide  the  Federal  Reserve  with  useful  information  about  real  in¬ 
terest  rates  and  investmrs’  eqiectations  of  future  inflation  rates.  At 
present  this  information  can  tmfy  be  inferred  flom  nominal  interest 
rates  and  surv^  data  on  eqiected  inflation.  Once  a  substantial 
market  for  indexed  securities  has  developed,  politymakers  will  be 
able  to  decompose  intoest  rates  for  a  given  maturity  into  real  and 
inflation-related  components.  Changes  over  time  in  these  compo¬ 
nents  may  provide  useful  ina^ts  into  the  working  of  the  economy 
that  can  be  used  in  formulating  monetary  policy. 

EXPERIENCE  IN  OTHER  COUNTRIES 

A  number  of  other  countries  already  issue  indexed  securities.  The 
largest  issuer  is  the  United  IQngdom,  which  began  issuing  non- 
marketable  indexed  securities  in  the  mid-1970s  and  marketable 
ones  in  1981.  Currently,  indexed  securities  account  for  about  $60 
billion  of  U.K.  marketable  ddbt,  about  a  sixth  of  the  total.  The  in¬ 
dexed  security  market  in  Israel  accounts  for  more  than  85  percent 
of  that  country’s  marketable  ddbt,  probably  because  past  periods  of 
very  high  inflation  there  have  made  indexed  securities  more  attrac¬ 
tive.  Australia  issued  indexed  securities  as  early  as  1985,  as  did 
Canada,  New  Zealand,  and  Sweden,  starting  in  the  1990s.  In  these 
countries  the  share  of  ddbt  that  is  indexed  remains  well  below  that 
in  the  United  Kingdom. 

Because  the  issuance  of  indexed  securities  in  countries  with  fi¬ 
nancial  systems  similar  to  ours  is  so  recent,  one  cannot  yet  use 
these  experiences  to  evaluate  the  likely  impact  of  indexed  securities 
in  the  United  States.  The  relative  real  returns  on  conventional  and 
indexed  securities  (and  therefore  the  relative  real  payments  by  the 
government)  depend  on  the  happenstance  of  inflation,  especially 
imexpected  inflation,  following  the  issuance  of  the  securities.  As  a 
result,  relatively  long  periods  are  needed  to  evaluate  their  relative 
returns  with  any  confidence. 
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Finally,  the  experience  in  other  countries  does  suggest  that  the 
market  for  indexed  securities  may  be  relatively  illiquid.  In  the 
United  Kingdom,  where  the  indexed  security  market  is  largest,  in¬ 
dexed  securities  are  traded  much  less  often  than  conventional  secu¬ 
rities.  Purchasers,  who  are  often  pension  funds  and  insurance  com¬ 
panies,  apparently  buy  these  securities  to  hold  in  their  portfolios 
rather  than  trade  them.  This  pattern  suggests  that  index^  securi¬ 
ties  satisfy  a  real  need  in  the  maihet,  but  the  reduced  liquidity 
might  raise  the  return  demanded  by  investors  concerned  about 
their  ability  to  sell  the  securities  on  short  notice  at  reasonable  cost. 
This  ‘liquidity  premium”  may  offset  to  some  degree  the  elimination 
of  the  inflation  risk  premium,  at  least  imtil  the  new  market  be¬ 
comes  well  established. 

MEASUREMENT  ISSUES 

The  quality  of  economic  statistics  affects  the  assessment  of  eco¬ 
nomic  performance  and  the  formulation  of  economic  policy.  The  is¬ 
sues  of  possible  bias  in  the  measurement  of  consumer  price  infla¬ 
tion  and  the  difference  between  income-  and  product-side  measures 
of  national  output  provide  two  important  Ulustrations. 

THE  CONSUMER  PRICE  INDEX 

Many  researchers  have  argued  that  the  CPI  overstates  increases 
in  the  cost  of  living.  Much  this  research  comes  from  the  Bureau 
of  Labor  Statistics  (BLS),  which  produces  the  CPI.  This  research 
has  identified  several  possible  soiirces  of  bias;  the  degree  of  consen¬ 
sus  on  the  importance  of  each  varies. 

Substitution  Bias 

The  CPI  prices  a  fixed  market  basket  of  commodities.  Shares  of 
these  commodities  in  the  basket  are  based  on  spending  patterns  ob¬ 
served  in  a  base  period.  But  consumers  do  not  buy  the  same  basket 
of  goods  from  year  to  year.  When  the  prices  of  some  goods  rise 
more  quickly  than  those  of  other  goods,  consumers  often  substitute 
away  from  those  that  have  become  relatively  expensive  and  toward 
others  that  have  become  relatively  cheap.  Increases  in  the  CPI 
measure  how  much  additional  income  a  typical  consumer  would 
need  to  buy  the  base-period  maricet  basket  at  the  new  prices.  In 
contrast,  a  true  cost-of-living  index  would  measure  how  much  more 
income  a  consumer  needs  to  maintain  the  same  level  of  economic 
well-being,  taking  into  account  the  ability  to  substitute  among 
goods.  By  ignoring  substitution,  the  CPI  overstates  increases  in  the 
cost  of  living. 

Substitution  bias  takes  place  at  two  levels,  given  the  way  the 
CPI  is  constructed.  At  the  ‘dipper”  level,  substitution  occurs  among 
the  basic  categories  that  make  up  the  CPI’s  market  basket — ^for  ex- 
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ample,  when  consumers  switch  from  apples  to  oranges  (2  of  the  207 
categories).  But  these  207  categories  are  themselves  made  up  of 
numerous  individual  items.  Foi*  example,  the  apples  category  con¬ 
sists  of  a  sample  of  Delicious,  Granny  Smith,  Macintosh,  and  other 
varieties.  Thus  a  second,  ‘^ower”  level  of  substitution  takes  place 
within  categories  when  the  price  of,  say,  Delicious  apples  rises  and 
consumers  shift  to  other  varieties. 

The  market  basket  is  divided  into  categories,  and  each  category’s 
weight  is  determined  by  its  share  in  total  consumption  as  meas¬ 
ured  by  the  Consumer  Expenditure  Survey.  (Data  for  this  survey 
are  collected  by  the  Bureau  of  the  Census  under  contract  with  the 
BLS.)  The  current  cat^orization  is  based  on  1982-84  data;  an  up¬ 
dated  categorization  based  on  1993-95  data  will  go  into  effect  in 
1998.  The  category  weights  are  Hxed  for  approximately  10  years. 
Within  categories,  the  component  weights  are  updated  every  5 
years  on  a  rolling  basis. 

Certain  other  price  indexes,  called  superlative  indexes,  take  into 
account  consumers’  ability  to  substitute,  and  hence  are  not  subject 
to  substitution  bias.  Unlike  fixed-weight  indexes,  superlative  in¬ 
dexes  use  information  about  consumer  purchases,  both  at  the  be¬ 
ginning  and  at  the  end  of  the  period  over  which  inflation  is  meas¬ 
ured.  Using  a  superlative  index  to  aggregate  the  207  expenditure 
categories,  BLS  researchers  calculated  that,  on  average,  annual  in¬ 
flation  was  0.14  percentage  point  per  year  lower  than  the  change 
in  the  official  CPI  from  1988  to  1995. 

Replacement  of  the  CPI  with  a  superlative  index  might  seem  an 
easy  fix.  But  these  indexes  cannot  be  constructed  in  a  timely  fash¬ 
ion  because  the  required  data  on  spending  patterns  are  compiled 
almost  a  year  after  the  corresponding  price  data.  Users  would  have 
to  accommodate  themselves  to  the  inevitable  lag  or  else  accept  a 
provisional  forecast,  to  be  revised  when  complete  data  became 
available.  In  contrast,  one  of  the  strengths  of  the  current  CPI  is 
that  it  is  up-to-date  and  virtually  never  revised.  Because  price  in¬ 
dexes  are  used  for  several  purposes,  such  as  macroeconomic  man¬ 
agement,  adjusting  tax  brackets,  and  Social  Security  payments,  it 
may  be  desirable  to  have  more  than  one  index:  a  timely  one  that 
is  sufficiently  accurate  for  macroeconomic  management,  and  a  more 
accurate  but  less  timely  one  for  other  purposes. 

Substitution  bias  within  categories  is  parallel  to  bias  between 
categories:  the  current  procedure  for  combining  the  price  increases 
of  individual  items  in  a  category  is  appropriate  only  if  consumers 
do  not  make  substitutions.  Unfortunately,  superlative  indexes  can 
be  used  neither  to  estimate  the  magnitude  of  the  bias  within  cat¬ 
egories,  nor  to  redress  it,  because  the  necessary  data  on  spending 
patterns  are  not  available  at  the  level  of  individual  items.  Instead, 
researchers  have  estimated  this  bias  by  comparing  a  geometric 
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index  with  the  fixed-market-basket  index,  on  the  grounds  that  a 
geometric  index  approximates  a  cost-of-living  index  if  goods  are 
moderately  substitutable.  (A  geometric  index,  like  a  fixed-market- 
basket  index,  requires  only  beginning-of-period  expenditure 
shares.)  The  BLS  has  estimated  that  a  geometric  index  measures 
about  0.25  percentage  point  per  year  less  inflation  than  the  CPI 
does  at  the  within-category  level. 

It  is  open  to  debate  whether  all  or  only  part  of  this  0.25-percent¬ 
age-point  difference  reflects  actual  substitution  patterns,  because 
the  conditions  under  which  a  geometric  index  actually  approxi¬ 
mates  a  cost-of-living  index  may  not  hold.  These  conditions  are 
likely  to  apply  to  the  more  narrow  categories  in  the  CPI,  such  as 
apples  and  oranges,  where  consumers  can  easily  shift  their  pur¬ 
chases.  However,  they  may  not  hold  for  broad  categories  such  as 
prescription  drugs,  where  purchases  are  based  on  doctor’s  orders 
and  are  little  affected  by  prices.  A  similar  problem  occurs  in  cat¬ 
egories  like  “toys,  hobbies,  and  music  equipment,”  which  includes 
dolls,  stamps,  guitar  picks,  and  grand  pianos — ^items  so  different 
that  they  cannot  plausibly  substitute  for  one  another.  Another  ob¬ 
stacle  to  substitution  occtirs  where  goods  are  normally  used  to¬ 
gether — such  as  washers  and  dryers  in  the  laundry  equipment  cat¬ 
egory  or  carburetors  and  air  filters  in  the  “other  automobile  parts 
and  equipment”  category.  For  these  categories  the  fixed-market- 
basket  index  may  only  slightly  overstate  inflation  and  thus  come 
closer  to  the  truth  than  the  geometric  mean. 

Even  for  the  narrow  categories,  the  bias  from  using  a  fixed  mar¬ 
ket  basket  may  be  limited.  Within  these  categories  (such  as  be¬ 
tween  two  varieties  of  apples)  commodities  may  be  highly  substi¬ 
tutable.  But  some  evidence  suggests  that  for  these  categories  rel¬ 
ative  price  changes  are  small. 

Quality  Adjustment 

Measuring  inflation  properly  requires  distinguishing  between 
changes  in  the  imderlying  price  and  changes  in  quality.  The  BLS 
measures  quality  changes  when  it  can.  Some  are  easy  to  measure, 
for  example  when  bakers  double  the  size  of  their  chocolate  chip 
cookies.  Others  are  more  difficult  but  straightforward:  for  example, 
optional  automobile  equipment  that  later  becomes  standard,  such 
as  air  bags  or  antilock  brakes,  can  be  quality-adjusted  by  its  price 
when  it  was  sold  as  an  option.  Quality  a4justments  generally  have 
a  significant  effect  on  price  increases  as  measured  by  the  CPI.  For 
example,  the  BLS  estimates  that  in  1995  quality  adjustment  re¬ 
duced  the  increase  in  the  CPI  by  2  percentage  points  compared 
with  what  it  would  have  been  based  on  listed  prices. 

The  BLS  does  not  adjust  for  other,  more  difficult  problems  be¬ 
cause  the  agency  cannot  make  direct  quality  adjustments  in  the  ab¬ 
sence  of  quantifiable  data.  For  example,  televisions  are  less  likely 


69 


to  need  repair  than  they  were  a  decade  ago,  and  some  surgical  pro¬ 
cedures  are  more  likely  to  be  successful  today  than  in  the  past.  But 
repair  rates  for  televisions  and  success  rates  for  surgery  cannot  be 
computed  until  years  after  the  purchase.  Several  studies  on  quality 
adjustment  are  available;  most  suggest  that  BLS  methods  fail  to 
capture  a  wide  range  of  quality  changes.  However,  these  studies 
focus  on  a  relatively  few  categories  of  the  CPI — ^possibly  those 
where  the  quality  bias  is  presumed  largest — ^making  it  difficult  to 
assess  the  magnitude  of  the  overall  quality  bias  in  the  CPI. 

New  Products 

New  products,  such  as  air  conditioners  in  the  1950s  or  video¬ 
cassette  recorders  in  the  1980s,  usually  decline  sharply  in  price 
during  the  first  years  they  are  available  for  sale.  But  these  prod¬ 
ucts  are  not  usually  included  in  the  CPI  basket  until  years  after 
their  introduction,  and  so  the  CPI  never  records  their  initial  price 
declines. 

Outlet  Substitution 

Over  time,  consumers  may  change  their  shopping  patterns,  shift¬ 
ing  from  high-priced  to  low-priced  outlets,  where  the  quality  of 
service  is  often  lower.  Current  methods  assume  that  all  of  the  dif¬ 
ference  in  price  between  high-  and  low-priced  outlets  reflects  dif¬ 
ferences  in  the  quality  of  service.  To  the  extent  this  assumption  is 
not  appropriate,  current  methods  overtook  one  source  of  price  de¬ 
cline. 

To  sum  up,  recent  research  has  identified  several  possible 
sources  of  bias  in  the  CPI.  A  commission  appointed  by  the  Senate 
Finance  Committee  recently  reported  on  these  sources  of  bias  (Box 
2-7).  The  magnitudes  of  some  of  these  biases  are  based  on  hard  es¬ 
timates  around  which  there  is  broad  agreement.  On  the  mag¬ 
nitudes  of  other  biases,  however,  consensus  has  yet  to  emerge. 

Implications  of  CPI  Bias  for  Other  Economic  Statistics 

The  CPI  is  used  as  an  input  for  calculating  many  other  economic 
statistics,  and  therefore  the  potential  biases  in  its  measurement 
have  consequences  beyond  our  view  of  inflation.  The  accuracy  of 
many  economic  measures  is  critically  dependent  on  how  well  we 
measure  price  changes.  Most  of  the  individual  consumption  items 
used  in  calculating  real  GDP  are  deflated  by  component-level  price 
indexes  from  the  CPI.  Most  of  the  biases  in  the  CPI  result  in  an 
overdeflation  of  GDP,  biasing  real  output  growth  downward.  (Be- 
tween-category  substitution,  however,  is  handled  properly  in  the 
national  income  and  product  accounts.)  Productivity  is  also  cal¬ 
culated  from  real  GDP,  so  overestimates  of  CPI  inflation  would 
lead  us  to  underestimate  productivity  growth.  The  accuracy  of 
many  other  statistics,  such  as  real  median  household  income  and 
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Box  2-7. — Estimates  and  Recommendations  of  the  Advisory 
Commission  to  Study  the  Consumer  Price  Index 

An  advisory  commission  appointed  by  the  Senate  Finance  Com¬ 
mittee  has  estimated  that  the  current  CPI  overstates  inflation  by  1.1 
percentage  points  per  year.  Their  estimate  of  biasjs  the  sum  of  the 
following  parts. 


So^csoibias 

fl _ 


Substaaon 

Uliper  ievet  (beiween-category) 
lomet  tovel  (wWvn-catego^  .... 
New  products  and  quality  dianqe 

Sweating  to  new  ouSets . 

Total . . . . . . 

PlauaiWe  range . . . . . 


EsSmcde  ol  bias  (percentage  pointe) 


0.15 

.25 

.60 

.10 

1.1 

.8-1.6 


The  commission  made  several  recommendations  based  on  its  find¬ 
ings.  It  proposed  that  the  BLS  establish  a  cost-of-living  index  as  its 
objective  in  measuring  consumer  prices.  It  recommended  that  the 
BLS  develop  two  indexes:  one  to  be  published  monthly  and  the  other 
annually,  with  historical  revision  to  the  annual  index.  The  annual 
measure  should  use  a  superlative  index  for  aggregation  at  the  be- 
tween-category  level  and  a  geometric  index  at  the  within-category 
level.  Tfcie  monthly  index  would  be  called  the  CPI  and  should  move 
toward  geometric  weighting  at  both  levels,  with  the  weights  kept  as 
up  to  date  as  possible. 

The  commission  also  recommended  that  the  Congress  provide  ad¬ 
ditional  resources  to  expand  the  surveys  upon  which  the  CPI  is  based. 
It  further  advised  that  the  President  mrf  the  Congress  shmit^  reevalu¬ 
ate  the  indexing  provisions  in  various  F^eral  programs  and  fea¬ 
tures  of  the  tax  code  in  light  of  the  commission’s  estimated  bias  in 
the  CPI. 


real  earnings,  that  are  directly  converted  from  nominal  values  by 
the  CPI  would  also  be  affected. 

Although  removing  CPI  bias  would  change  some  of  the  details  of 
our  views  of  productivity  and  income  trends,  it  would  not  radically 
alter  our  views  on  such  fundamental  issues  as  the  productivity 
slowdown  that  began  around  1973  or  the  increase  in  income  in¬ 
equality  over  the  past  two  decades.  Although  bias  in  the  CPI  would 
mean  that  real  growth  and  productivity  have  been  higher  recently 
than  official  measures  indicate,  that  bias  would  also  apply  to  longer 
term  measures  of  growth  and  productivity.  To  explain  away  the  de¬ 
crease  in  productivity  growth,  the  CPI  would  have  to  be  not  merely 
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biased  but  increasingly  biased  ofver  time.  It  is  certainly  plausible 
that  the  increased  share  of  the  service  sector  in  the  economy  has 
made  it  harder  to  measure  quality,  with  the  consequence  that  the 
approximately  2-peroentage-point  estimate  of  the  slowdown  in  pro¬ 
ductivity  overestimates  the  true  reduction.  Yet  it  would  require  an 
implausibly  large  increase  in  CPI  bias  to  explain  away  the  entire 
slowdovm  as  an  artifact  of  mismeasurement. 

Similarly,  CPI  bias  mi^t  be  depressing  measures  of  real  wages, 
but  that  does  not  change  the  fact  that  real  wages  today  are  grow¬ 
ing  more  slowly  than  in  the  1950s  and  1960s.  Also,  the  increase  in 
income  inequality  described  in  Chapter  5  is  one  widely  discussed 
phenomenon  that  is  oompletd.y  unaffected  by  CPI  measurement: 
inequality  is  measured  by  cranparing  income  between  groups;  con¬ 
verting  to  real  values  is  irrelevant,  and  in  any  case  any  bias  in  the 
deflator  would  affect  all  of  the  groups  equally. 

INCOME-  AND  PRODUCT-SIDE  MEASURES  OF  OUTPUT 

Another  measurement  issue  that  has  a  large  effect  on  our  assess¬ 
ment  of  the  economy  is  the  difference  between  two  key  measures 
of  national  output:  gross  domestic  product  and  gross  domestic  in¬ 
come.  The  size  of  the  economy  can  be  measured  by  adding  up  ei¬ 
ther  all  the  output  produced  (GDP)  or  all  the  income  generated  in 
producing  that  output  (GDD.  In  theoiy  these  measures  should  yield 
the  same  result,  but  in  practice  they  differ  because  of  measurement 
error;  this  difference  is  caUed  the  statistical  discrepancy.  Over 
eight  consecutive  recent  quarters,  for  example,  measured  real  GDI 
grew  faster  than  measured  real  GDP:  3.1  percent  versus  2.1  per¬ 
cent  at  an  annual  rate  fitmn  the  third  quarter  of  1994  to  the  third 
quarter  of  1996. 

Which  Is  More  Accurate? 

Measurement  problems  exist  on  both  sides  of  the  accounts.  A  sig¬ 
nificant  share  of  the  published  national  income  and  product  ac¬ 
counts  estimates  consist  of  extrapolations  based  on  various  indica¬ 
tors  and  trends  until  the  full  annual  revision,  when  most  of  these 
projections  are  replaced  with  more  complete  and  consistent  source 
data.  The  latest  year  to  have  passed  through  the  usual  annual  revi¬ 
sion  process  is  1994. 

The  mcgor  problem  on  the  output  side  is  the  measurement  of 
services  consiunption,  where  about  30  percent  of  reported  output  is 
based  on  projections  until  the  annual  revision,  and  State  and  local 
purchases,  where  the  figure  is  about  25  percent.  The  measurement 
problems  in  services  consumption  may  be  getting  worse,  as  sales  in 
such  new  and  rapidly  growing  areas  as  casino  gambling,  cellular 
telephone  service,  and  on-line  services  are  not  fully  measured. 

On  the  income  side,  estimates  of  several  components  of  nonwage 
income,  especially  proprietors*  income,  are  on  shaky  ground.  Unlike 
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the  projections  on  the  product  side,  which  are  for  the  most  part  re¬ 
placed  with  more  complete  source  data  during  the  annual  revision, 
the  income  projections  are  replaced  only  with  a  very  long  lag  or, 
in  some  cases,  never.  For  example,  the  problems  with  proprietors’ 
income  may  persist,  as  such  income  is  chronically  underreported, 
and  the  correction  for  underreporting  is  based  on  an  out-of-date 
(1988)  taxpayer  compliance  study  that  has  been  discontinued. 

In  several  ways  the  recent  behavior  of  the  economy  is  more  con¬ 
sistent  with  the  strength  shown  on  the  income  side.  Several  eco¬ 
nomic  relationships  are  currently  misbehaving.  Although  the  errors 
in  each  of  these  relationships  are  within  their  historical  ranges,  to¬ 
gether  they  add  up  to  a  sxispicion  that  the  product-side  measure  of 
GDP  is  imderstating  real  growth: 

•  According  to  Okun’s  law,  the  unemployment  rate  is  stable 
when  GDP  is  growing  at  its  potential  rate,  and  falls  when  GDP 
is  growing  faster  than  its  potential.  Through  the  middle  of 
1994,  potential  output  appeared  to  be  growing  a  bit  over  2  per¬ 
cent  per  year.  Thus  the  2.1  percent  per  year  growth  between 
the  third  quarter  of  1994  and  the  third  quarter  of  1996  should 
have  resulted  in  a  stable  unemployment  rate.  Instead,  the  un¬ 
employment  rate  dropped  almost  0.4  percentage  point  per  year. 
The  drop  in  the  imemployment  rate  is,  however,  perfectly  con¬ 
sistent  with  the  growth  rate  of  real  GDI  over  these  2  years  (3.1 
percent). 

•  Personal  income  tax  payments  in  1996  for  the  1995  tax  year 
were  far  higher  than  expected  by  the  Treasury  or  the  (Congres¬ 
sional  Budget  Office,  yet  these  estimates  were  calibrated  to  the 
relatively  high  income-side  estimates — suggesting  that  even 
more  income  may  have  been  generated  than  the  official  esti¬ 
mates  of  the  Bureau  of  Economic  Analysis  indicate. 

•  The  real  product  wage  (hourly  compensation  deflated  by  the 
prices  received  by  producers)  usually  rises  at  the  same  rate  as 
labor  productivity  growth.  But  over  the  last  2  years  the  real 
product  wage  has  grown  at  a  1.8  percent  annual  rate — ^much 
faster  than  the  official  measure  of  productivity,  which  has 
grown  at  only  a  0.3  percent  annual  rate.  However,  income-side 
productivity  (discussed  below)  has  grown  at  a  more  compatible 
1.6  percent  annual  rate  over  this  period. 

Implications  for  Recent  Productivity  Growth 

Nonfarm  business  productivity  can  be  measured  using  either  an 
income-  or  a  product-side  measure  of  real  output.  The  BLS  for¬ 
merly  measured  productivity  on  the  income  side  (except  for  the  ad¬ 
vance  estimate).  Then,  in  February  1996,  the  agency  changed  to  a 
product-side  measure,  in  part  to  minimize  revisions  between  their 
advance  and  their  final  estimates. 
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The  recent  difference  between  the  two  measures  of  productivity 
growth  is  dramatic.  Aocmrding  to  the  official  (product-side)  meas¬ 
ure,  productivity  growth  tiaa  slowed  to  only  a  0.3  percent  annual 
rate  over  the  past  2  years.  In  contrast,  the  income-side  measure 
shows  a  1.6  percent  annual  rate  of  growth  over  the  same  period. 
Similarly,  over  the  6  years  since  the  last  business-<ycle  peak,  pro¬ 
ductivity  has  grown  at  a  0.9  percent  annual  rate  by  the  official 
measure  but  at  a  1.2  percent  annual  rate  on  the  income-side  meas¬ 
ure. 

The  difference  between  the  income-  and  the  product-side  meas¬ 
ures  of  output  obscures  our  view  of  recent  productivity  grovrth.  The 
best  guess  is  that  productivity  has  been  trending  upward  at  about 
a  1.1  percent  annual  rate  during  the  current  business  tycle.  This 
rate  is  no  different  from  that  measured  over  the  entire  post- 1973 
period  (Chart  2-4). 

Chart  2-4  Alternative  Maeaiires  of  ProduelMty 

Growth  in  the  official  measure  of  nonfarm  productivity  has  been  below  trend  recently, 
but  growth  in  the  irwome-side  measure  has  been  above  trend. 

IndM.  1990K33  -  100  (ratio  acWo) 


Sources:  Department  ot  Labor.  Deparanenlot  Commence,  and  Coundl  or  Economic  Advisers. 

REVIEW  AND  OUTLOOK 
OVERVIEW  OF  1996 

Economic  growth  exceeded  expectations  in  1996.  In  February 
1996  the  Administration  had  forecast  that  real  GDP  would  grow 
2.2  percent  over  the  four  quarters  of  1996.  This  forecast  was  in  line 
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with  private  forecasts  at  the  time.  As  growth  picked  up  in  the  first 
half,  that  forecast  was  revised  upward  to  2.6  percent  in  July  1996. 
The  consensus  of  private  forecasters  now  indicates  that  real  GDP 
expanded  2.8  percent  in  1996. 

Growth  over  the  last  several  quarters  has  been  solid,  but  has 
fluctuated.  Chart  2-5  shows  that  real  growth  was  weak  in  the 
fourth  quarter  of  1995  and  recovered  slightly  in  the  first  quarter 
of  1996.  Several  transitory  factors  account  for  that  sluggishness: 
the  dispute  between  the  President  and  the  Congress  over  the  budg¬ 
et,  which  led  to  two  partial  Federal  Government  shutdowns  in  the 
fall  of  1995  and  the  following  winter,  imusually  severe  weather  in 
January;  and  a  March  strike  at  a  mqjor  automobile  manufacturer. 
Much  of  the  strong  growth  in  the  second  quarter  of  1996  was  di¬ 
rectly  traceable  to  the  rebound  from  these  factors.  Growth  mod¬ 
erated  in  the  third  quarter  to  a  2.1  percent  annual  rate.  However, 
as  discussed  above,  the  product-  and  income-side  measures  of  out¬ 
put  diverged:  whereas  real  GDP  was  estimated  to  have  increased 
at  only  a  2.1  percent  annual  rate  in  the  third  quarter,  real  GDI 
grew  at  a  4.2  percent  annual  rate.  Estimates  of  fourth-quarter  GDP 
are  unavailable  as  this  Report  goes  to  press,  but  other  data  indicate 
that  growth  was  robust. 


Chart  2-5  Growth  in  Real  GDP 

Despite  some  fluctuations  from  quarter  to  quarter,  growth  has  been  soUcl. 


Percent  change  fiom  precedng  quarter 


After  holding  fast  at  around  5.6  percent  for  all  of  1995,  the  un¬ 
employment  rate  edged  down  about  0.3  percentage  point  over  the 
12  months  of  1996.  As  measured  by  the  Current  Employment  Sta¬ 
tistics  survey  of  the  BLS,  nonfarm  employment  grew  at  a  brisk 
pace  of  240,000  per  month  during  the  first  8  months  of  the  year. 
But  reflecting  the  deceleration  in  output  in  the  second  half,  em¬ 
ployment  growth  moderated  to  162,000  per  month  over  the  last  4 
months  of  1996.  Since  January  1993,  payroll  employment  has  in¬ 
creased  by  11.2  million. 

Inflation,  as  measured  by  the  12-month  change  in  the  CPI,  rose 
in  1996  (Chart  2-6).  All  of  the  increase,  however,  was  attributable 
to  the  acceleration  in  food  and  energy  prices.  An  acceleration  in 
these  prices  was  anticipated  in  the  Administration's  forecast.  The 
core  CPI,  which  excludes  these  volatile  components,  moved  down 
0.4  percentage  point  from  its  year-earlier  pace  to  2.6  percent  for 
the  12  months  ending  in  December  1996.  This  deceleration  W2is 
somewhat  surprising  given  the  decline  in  the  unemployment  rate 
(Chart  2-7)  and  the  strong  growth  over  the  first  half  of  the  year. 
But  as  the  earlier  discussion  of  the  NAIRU  showed,  the  ability  of 
the  economy  to  sustain  low  unemployment  and  low  inflation  is  the 
best  it  has  been  in  years. 

Chart  2-6  Consumer  Price  Inflation 

Excluding  the  volatile  food  and  energy  components,  consumer  price  inflation  edged 
lower  in  1996. 

12-fnonlh  percent  change  in  CPI 


Source:  Oepartment  of  Labor. 
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Chart  2-7  avilian  Unamptoymant  Rate 

Unemployment  feH  betow  5^  percent  in  the  first  half  of  1996  and  remained  low. 


Percent 


Source:  Department  ct  Latar. 

Solid  growth  was  achieved  in  1996  despite  a  fiscal  policy  that  has 
been  very  restrictive.  The  standardized-employment  deficit  (that 
which  would  result  if  the  economy  were  at  full  employment)  as  a 
share  of  potential  nominal  GDP  has  fallen  in  each  of  the  past  4 
years,  for  a  cumulative  total  of  2.1  percent  of  potential  GDP.  As  a 
result,  the  Federal  budget  deficit  in  the  1996  fiscal  year  fell  to  only 
1.4  percent  of  actual  GDP  on  a  unified-budget  basis.  Both  the 
President  and  the  Ckingress  are  committed  to  eliminating  the  defi¬ 
cit;  hence  fiscal  polity  should  continue  to  tighten  in  the  intermedi¬ 
ate  term.  In  1997,  however,  the  standardized-employment  deficit  as 
a  share  of  potential  GDP  is  expected  to  rise  slightly  from  1996. 

With  inflation  contained  and  the  economy  expanding  at  a  sus¬ 
tainable  pace,  the  Federal  Reserve  kept  the  Federal  funds  rate  flat 
after  lowering  it  in  January  1996.  Over  the  course  of  the  year, 
long-term  interest  rates  ebbed  and  flowed  with  the  pace  of  eco¬ 
nomic  activity,  rising  from  early  in  the  year  through  the  summer, 
declining  in  the  fall,  and  then  rising  again  toward  the  end  of  the 
year. 

Private  Domestic  Spending 

Consumption  expenditures  grew  at  a  3.4  percent  annual  rate  in 
the  first  half  of  1996,  with  growth  concentrated  in  durable  goods, 
which  expanded  at  nearly  a  10  percent  pace.  Purchases  of  new 
automobiles  grew  rapidly  in  the  first  quarter,  and  expenditures  on 
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other  durable  goods  also  picked  up  substantially  in  the  first  half. 
Spending  on  durables  was  probably  stimulated  not  only  by  lower 
interest  rates,  but  also  by  the  rise  in  household  wealth  due  in  part 
to  the  very  substantial  increase  in  stock  prices.  The  high  level  of 
mortgage  refinancing  activity  last  winter  may  also  have  contrib¬ 
uted  to  the  pickup  by  reducing  households’  mortgage  payments. 

Consumer  spending  growth  slowed  substantially  in  the  third 
quarter.  Again  the  effect  was  most  dramatic  for  consumer  durable 
goods,  partly  reflecting  the  effects  of  higher  intermediate-  and  long¬ 
term  interest  rates.  In  addition,  higher  debt  burdens  and  rising  de- 
linqueni^  rates  on  consumer  loans  may  have  led  some  households 
to  limit  spending  and  some  banks  to  tighten  lending  standards. 
However,  the  discussion  of  the  financial  condition  of  households 
earlier  in  this  chapter  suggests  that  concerns  about  consumer  dis¬ 
tress  may  have  been  exaggerated.  Consumer  fundamentals  remain 
positive:  consumer  confidence  is  high,  income  growth  is  healthy 
(real  disposable  personal  income  expanded  at  a  better  than  3  per¬ 
cent  rate  over  t^e  four  quarters  ending  in  the  third  quarter  of 
1996),  and  the  growth  in  household  liabilities  has  been  offset  by 
rapid  growth  of  assets.  Moreover,  as  Chart  2-8  shows,  the  saving 
rate  tends  to  be  low  when  the  ratio  of  net  worth  to  income  is 
high — at  least  over  long  periods;  this  ratio  is  at  its  highest  level 
since  1969.  Thus,  it  is  likely  that  the  third-quarter  slowdown  in 
consumption  will  prove  largely  temporaiy.  Indeed,  advance  retail 
sales  for  the  fourth  quarter  indicate  a  pickup. 

Hie  general  soundness  of  the  household  sector  is  affirmed  by  the 
market  for  new  homes.  Residential  investment  expanded  rapidly 
through  the  first  half  of  1996  despite  harsh  winter  weather  early 
in  the  year  and  rising  long-term  interest  rates  through  the  late 
winter  and  spring.  In  part,  Hie  effect  of  higher  rates  may  have  been 
offset  by  a  substantial  shift  of  purchasers  to  adjustable-rate  mort¬ 
gages,  which  offer  considerable  upfront  savings.  Moreover,  despite 
the  rise  in  rates,  measures  of  housing  affordability  were  the  high¬ 
est  they  have  been  since  the  1970s.  Residential  investment  did  fall 
in  the  third  quarter,  perhaps  reflecting  the  continued  rise  in  inter¬ 
est  rates  over  the  summer.  However,  residential  construction  ap¬ 
pears  to  have  rebounded  in  the  fourth  quarter:  new  home  sales 
were  well  maintained  through  November,  and  inventories  of  unsold 
new  homes  were  low  relative  to  sales.  Long-term  interest  rates  de¬ 
clined  in  the  fall,  with  the  rate  on  conventional  mortgages  retrac¬ 
ing  about  half  of  its  rise  earlier  in  the  year.  Housing  starts,  after 
declining  in  September  and  October,  increased  sharply  in  Novem¬ 
ber,  although  they  fell  back  again  in  December. 

As  it  has  been  over  most  of  the  expansion,  private  fixed  invest¬ 
ment  was  a  bright  spot  in  1996.  Investment  in  producers’  durable 
equipment  was  particularly  robust,  growing  at  a  better  than  13 
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percent  annual  rate  through  the  third  quarter,  with  computer  in¬ 
vestment  especially  stnmg.  In  part  this  strength  is  likely  to  have 
reflected  firms'  effcuis  to  upgrade  their  equipment  in  a  period  of  in¬ 
creasing  demand,  substantial  profits,  and  rapid  technological 
change. 

In  contrast,  business  investment  in  structiures  rose  more  mod¬ 
estly  in  the  first  three  quarters  of  1996,  as  this  sector  continued 
to  g>ow  out  from  under  the  large  excess  supply  resulting  from  over¬ 
building  in  the  1980s.  Omstruction  in  the  office  segment  rebounded 
in  the  second  and  third  quarters  following  declines  in  late  1995  and 
early  1996.  Constructifm  of  industrial  buildings  fell  off  in  early 
1996,  although  it  rdbounded  late  in  the  year. 

Investment  in  nonfium  business  inventories  declined  in  late  1995 
as  firms  took  steps  to  w«»k  off  excess  stocks.  This  effort  continued 
into  1996,  and  with  the  March  auto  workers’  strike  cutting  auto¬ 
mobile  inventories  sharply,  overall  inventories  declined  in  the  first 
quarter.  Inventory  investment  remained  low  in  the  second  quarter, 
probably  reflecting  the  unexpected  strength  in  demand  and,  per¬ 
haps,  further  efforts  by  some  firms  to  limit  stocks.  Inventory  in¬ 
vestment  picked  up  in  the  third  quarter,  however,  as  final  sales 
slowed  and  some  firms  may  have  moved  to  replenish  stocks.  Yet 
despite  the  third-quarter  rise,  inventoiy-to-sales  ratios  remained 
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historically  lean,  suggesting  that  the  increase  should  not  cause  a 
drag  on  production  into  1997. 

International  Influences 

The  Nation’s  trade  deficit  expanded  in  the  first  three  quarters  of 
1996,  riding  a  combination  of  strong  domestic  demand  and  weaker 
activity  in  foreign  markets.  In  real  terms  the  deficit  on  trade  in 
goods  and  services  (on  a  national  accounts  basis)  reached  a  2-year 
low  in  the  fourth  quarter  of  1995.  The  deficit  expanded  in  eadi  of 
the  three  subsequent  quarters.  This  increase  reflected  a  large  rise 
in  imports.  Real  imports  of  goods  and  services  over  the  first  three 
quarters  rose  at  a  10.0  percent  annual  rate,  while  exports  in¬ 
creased  at  only  a  2.2  percent  rate.  In  1996,  slower  growth  in  eco¬ 
nomic  activity  in  our  msgor  foreign  markets  negatively  affected 
U.S.  exports.  Althouid^  weak  growth  in  our  trading  partners  was 
the  main  cause  of  the  increased  deficit,  the  strength  of  the  dollar 
against  the  yen  and  the  mqjor  continental  European  currencies 
may  also  have  played  a  small  role. 

In  Canada,  our  largest  export  market,  groMd;h  has  been  slowing 
for  the  last  2  years:  the  Organization  for  Economic  Cooperation  and 
Development  estimates  growth  for  1996  at  1.5  percent,  down  from 
2.3  percent  in  1995  and  4.1  percent  in  1994.  This  slowdown,  which 
was  partly  due  to  slower  growth  in  government  spending,  was  part¬ 
ly  responsible  for  slower  growth  of  U.S.  exports  to  Canada:  mer- 
chandise  exports  grew  by  only  3  percent  in  the  first  half  of  1996, 
down  from  11  percent  in  19%.  The  Canadian  economy  picked  up 
in  the  third  quarter,  and  U.S.  exports  rose  substantially  from  1995 
levels. 

In  the  European  Union,  our  second-largest  export  market,  GDP 
growth  slowed  to  an  estimated  1.6  percent  in  1996,  about  a  per¬ 
centage  point  lower  than  in  1995.  Among  the  msgor  EU  countries, 
investment  spending  was  weak  in  France  and  Germany,  while  gov¬ 
ernment  consumption  expenditures  contracted  in  Italy.  Low 
consumer  confidence  also  held  back  aggregate  demand  in  Continen¬ 
tal  Europe.  As  a  result  oS  this  weaker  economic  performance, 
growth  in  U.S.  exports  to  the  European  Union  slowed  sharply  in 
the  first  11  months  of  1996. 

Growth  is  estimated  to  have  slowed  in  Singapore  and  South 
Korea,  because  tsS  oversupply  in  the  market  for  certain  electronic 
goods,  and  to  have  stayed  virtually  imchanged  in  Hong  Kong  and 
Taiwan.  U.S.  exports  to  these  foiu:  markets  expanded  only  2  per¬ 
cent  in  the  first  11  months  of  1996,  after  growing  at  a  rapid  pace 
in  1995. 

Activity  in  some  other  key  export  markets  picked  up  in  1996. 
Japan  saw  substantial  growth  for  the  first  time  since  1991,  al- 
thou^  it  was  concentrated  in  the  first  quarter.  Growth  for  all  of 
1996  is  estimated  to  have  been  3.6  percent,  after  4  years  of  annual 
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growth  averagiiig  less  than  1  percent.  U.S.  exports  to  Japan  ex¬ 
panded  by  a  healthy  6  percent  in  the  first  11  months  of  1996,  al¬ 
though  this  was  below  the  strong  pace  in  1995.  This  partially  re¬ 
flects  fluctuatimis  in  the  value  of  the  yen,  which  peaked  at  about 
80  to  the  dollar  in  April  1995  and  has  since  depreciated  over  40 
percent,  making  imp<Hrts  from  the  United  States  more  expensive  for 
Japanese  residents. 

Mexico  pulled  out  at  its  severe  1995  recession  last  year,  with  esti¬ 
mated  growth  of  4.0  percent  foUowing  a  6.9  percent  contraction  in 
1995.  Reflecting  this  turnaround,  U.S.  merchandise  exports  to  Mex¬ 
ico  expanded  21  percent  in  the  first  11  months  of  1996,  after  con¬ 
tracting  sharidy  in  1995. 

Although  the  growth  rates  of  our  trading  partners  have  probably 
been  the  more  important  determinant  of  our  trade  balance,  the 
level  of  the  dollar  mi|^t  have  had  an  influence  as  well.  The  dollar, 
measured  against  the  currencies  of  the  other  nugor  industrialized 
countries,  fell  to  its  lowest  levels  in  almost  3  years  in  mid-1995. 
Since  then  it  has  s^predated  by  aroimd  33  percent  against  the  yen 
and  around  11  percmit  against  the  deutsche  mark.  Tliis  pattern  of 
depreciation  fidhmed  by  appreciation  may  explain  part  of  the  slow¬ 
ing  in  imports  in  late  1995  and  the  increase  in  1996.  However,  ex¬ 
change-rate  movements  were  probably  not  the  dominant  cause 
recent  increases  in  the  trade  deficit  for  three  reasons.  First,  al¬ 
though  the  ddlar  has  moved  against  some  currencies,  its  effective 
exchange-rate  index,  when  weij^ited  according  to  trade  shares,  has 
appreciated  only  6  percent  in  leal  terms  since  mid-1995.  Second,  a 
lag  of  2  or  more  years  generally  is  seen  before  an  import  price 
change  has  its  full  effect  on  volumes.  Third,  the  initial  effect  of  an 
appreciation  is  generally  to  lower  import  prices,  and  therefore 
lower  the  dollar  value  of  import  spending  (the  valuation,  or  J- 
curve,  effect),  not  to  raise  it. 

Fiscal  Policy 

The  Federal  Government  budget  deficit  for  fiscal  1996  was  $107 
billion,  a  reducticm  of  $57  billion  from  1995.  The  deficit  has  now 
declined  in  each  of  the  last  4  years,  for  the  first  time  since  the 
1940s.  Last  year's  unified  deficit  was  just  1.4  percent  of  GDP,  the 
smallest  deficit  by  this  measure  since  1974.  The  U.S.  general-gov¬ 
ernment  (combined  Federal,  State,  and  local)  deficit  was  the  small¬ 
est  among  the  large  industrialized  coimtries.  Moreover,  the  budget 
last  year  showed  a  primary  surplus  (defined  as  revenues  less  out¬ 
lays  other  than  net  interest)  of  $134  billion,  the  largest  ever,  and 
the  largest  as  a  share  of  GDP  since  the  1950s.  Indeed,  the  budget 
would  have  been  in  balance  last  year  were  it  not  for  the  interest 
due  on  the  dd>t  run  up  between  1981  and  1992.  The  low  level  of 
the  budget  ddScit  in  recent  years  is  reflected  in  the  ratio  of  publicly 
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hdd  Federal  ddM  to  GDP,  whidi  has  stabilized  since  1993,  after 
neariy  doubling  over  the  previous  12  years. 

Part  of  this  improvement  in  the  deficit  reflects  the  economic  ex¬ 
pansion.  As  ou^mt  and  employment  grow,  tax  revenues  are  boosted 
and  some  types  of  expenditures,  especially  transfers  to  low-income 
housdiolds,  decline.  But  p<dicy  changes  have  been  important  as 
well.  As  already  noted,  the  standardized-employment  deficit,  as  a 
share  potential  GDP,  which  is  measured  holding  the  level  of  eco- 
noinic  activity  omstant,  has  fallen  for. 4  straight  years  and  was 
lower  last  year  than  it  has  been  since  1974. 

The  recent  progress  on  the  deficit  reflects  in  large  part  the  in¬ 
creases  in  revenue  and  reductions  in  government  spending  due  to 
the  Omnibus  Budget  Reconciliation  Act  of  1993.  The  Administra¬ 
tion  has  w<^ced  hard  to  increase  the  efficiency  of  government  and 
has  reduced  the  Federal  woricforce  substantially.  By  October  1996, 
Fedoral  civilian  employment  (excluding  the  Postal  Service)  had  de¬ 
clined  by  more  than  250,000  since  January  1993.  The  Federal 
wm^Eforoe  is  smaller  than  it  has  been  in  30  years,  and  smaller  as 
a  share  of  the  total  woricforce  than  it  has  been  since  the  1930s. 

As  a  result  oi  disagreements  between  the  White  House  and  the 
Congress  over  the  budget,  two  partial  Federal  Government  shut¬ 
downs  occurred  in  late  1995  and  early  1996.  Althou^  these  clo¬ 
sures  tempcnrarily  interrupted  the  disbursement  of  some  Federal 
spending,  the  overall  stance  of  fiscal  policy  was  largely  imaffected 
because  most  of  the  spending  was  later  restored.  The  shutdowns 
did,  however,  have  a  small,  temporary  effect  on  the  level  of  real 
GDP  because  a  large  proportion  of  F^eral  workers  did  not  work 
during  the  shutdowns.  A  related  disagreement  over  passage  of  an 
extouled  increase  in  the  dri>t  ceiling  on  Federal  borrowing  author¬ 
ity  forced  the  Secretary  of  the  Treasury  to  take  a  number  of  ex- 
tramdinary  actions  to  ensure  that  the  United  States  did  not  default 
on  its  d^t  obligations  for  the  first  time  in  its  history.  The  debt  ceil¬ 
ing  bill  vras  not  passed  until  March,  and  the  final  spending  bills 
for  fiscal  1996  were  not  passed  until  April,  more  than  6  months 
after  the  start  the  fiscal  year. 

Monetary  Policy  and  Interest  Rates 

Mcmetary  poliqr  changed  little  during  1996.  The  Federal  Reserve 
cut  the  Federal  funds  rate  by  one-quarter  percentage  point  nt^  the 
end  of  January  1996.  This  cut,  following  a  similar-size  cut  in  De¬ 
cember  1995,  brouc^t  the  funds  rate  down  to  about  5.25  percent, 
where  it  remained  for  the  rest  of  the  year.  Other  riiort-term  mar¬ 
ket  rates  declined  with  the  Federal  funds  rate  early  in  the  year  but 
drifted  sli^tly  hii^ier  over  the  late  spring  and  summer.  Evidently 
the  picktq>  in  eomomic  growth  was  seen  in  the  markets  as  elimi¬ 
nating  the  possibility  further  poli^  easing,  and  later  led  many 
investors  to  expect  titter  monetary  policy.  Indeed,  the  minutes  of 
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the  Federal  Open  Mai^et  Committee  meetings  held  in  the  summer 
and  fall  show  that,  although  the  committee  chose  to  leave  policy 
unchanged,  the  members  did  see  the  risks  as  skewed  toward  an  in- 
tensiflcation  of  inflation  pressures,  to  which  they  would  have  had 
to  react  with  titter  policy.  However,  expectations  of  Federal  Re¬ 
serve  action  subsided  as  economic  growth  moderated  without  a 
change  in  monetary  poli<y  and  as  new  data  continued  to  show  few 
signs  of  a  pickup  in  inflation.  As  a  result,  short-term  rates  retraced 
some  of  their  earlier  rise.  By  year’s  end,  expected  future  Federal 
funds  rates,  as  measured  by  prices  in  the  Federal  funds  futures 
market,  were  about  flat,  suggesting  that  market  participants  no 
longer  thought  that  policy  was  likely  to  change  in  the  near  term. 

Intermediate-  and  long-term  rates  followed  the  same  general  pat¬ 
tern  as  short-term  rates  over  the  course  of  the  year,  but  the  move¬ 
ments  were  considerably  larger  (Chart  2-9).  By  late  February, 
intermediate-  and  long-term  rates  began  to  rise,  and  throughout 
the  spring  and  eariy  summer  stronger-than-expected  economic  data 
pushed  rates  hi^er.  By  July  the  3rield  on  30-year  Treasury  bonds 
had  risen  more  than  a  percentage  point  from  its  Januaiy  low. 
Later  in  the  year,  when  economic  growth  moderated  and  concerns 
about  possible  Federal  Reserve  poli<y  action  eased,  longer  term 
rates  fell;  they  rebounded,  however,  to  finish  1996  more  than  half 
a  percentage  point  higher  than  at  the  start  of  the  year. 

Chart  2-9  YMds  on  Traas^  SacurMM 

Intermediate-  and  long  lorm  interest  rales  tuctuated  with  the  pace  of  ecorxxnic  activity,  rising 
between  February  and  September,  easing  somewhat  in  the  faN,  but  then  picking  up  again. 
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Rates  on  corporate  bonds  followed  those  on  Treasuiy  securities, 
as  risk  spreads  remained  quite  narrow  (Chart  2-10).  The  average 
spread  between  the  rate  on  Baa-rated  corporate  bonds  and  that  on 
30-year  Treasury  bonds  changed  little  over  the  course  of  the  year, 
ending  up  at  about  1.35  percentage  points,  fairly  narrow  by  histori¬ 
cal  standards.  The  spread  between  rates  on  the  high-yield  bonds  is¬ 
sued  by  riskier  firms  and  those  on  comparable  Treasury  securities 
narrowed  considerably  in  early  1996,  following  a  steady  increase  in 
1995.  This  spread,  which  was  about  3.5  percentage  points  at  year’s 
end,  is  also  quite  narrow  by  historical  standards.  Similarly,  spreads 
between  rates  on  bank  loans  to  businesses  and  market  rates  re¬ 
mained  narrow  as  banks  reported  heavy  competition  from  other 
banks  and,  to  a  lesser  extent,  nonbank  lenders. 

Chart  2-10  Bond  Yield  Spreads 

Risk  spreads  between  corporate  bonds  and  Treasury  securities  remained  narrow  in  1996. 


Percenteos  points 


Note:  Baa  sptoad  is  the  difference  between  yields  on  Baa-rated  corporate  twnds  and  30-yaar  TiBMuries.  Wgh  yield 
spread  is  the  difference  between  yields  on  the  MeniM  Lynch  High-rield  Master  tl  index  and  10'year  Tieaauries. 
Sources:  bepartment  of  the  Treasury,  Moody's  Investors  Service,  and  MerrS  Lynch. 

These  narrow  spreads  suggest  that  the  markets  believe  the  risk 
of  corporate  default  to  be  unusually  low,  reflecting  in  part  the  ro¬ 
bust  profits  enjoyed  by  U.S.  firms  in  1996.  Indeed,  in  contrast  to 
some  measures  of  household  stress,  measures  of  business  financial 
difficulties  remain  quiescent.  Delinquency  and  charge-off  rates  for 
business  loans  at  banks  are  near  their  recent  lows  and  well  below 
their  levels  in  the  mid-1980s.  Similarly,  the  number  of  business 
bankruptcies  remains  quite  low. 
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Strong  profitability  helped  boost  broad  stock  market  indexes  to 
successive  record  highs  over  the  course  of  the  year  despite  the  rise 
in  longer  term  interest  rates.  Indeed,  the  rise  in  stock  prices  outran 
corporate  proflts,  so  that  the  ratio  of  stock  prices  to  recent  earnings 
was  elevated  at  year's  end,  but  still  below  its  1992  and  1993  peaks. 
The  runup  in  stock  prices  could  reflect  a  number  of  factors.  Inves¬ 
tors  may  anticipate  further  rapid  growth  in  earnings  and  divi¬ 
dends,  or  a  decline  in  real  interest  rates  as  further  progress  is 
made  in  reducing  the  budget  deficit.  Investors  may  also  have 
gradually  reduced  the  compensation  they  demand  for  bearing  the 
risk  associated  with  holding  stocks,  because  they  expect  the  cur¬ 
rent,  more  stable,  low-inflation  environment  to  persist,  or  because 
of  the  influence  of  well-publicized  research  shovdng  that  equities 
have  consistently  outperformed  other  financial  investments  over 
long  holding  periods.  The  rise  in  stock  prices  may  also  reflect  the 
impact  of  financial  market  innovations  that  have  led  to  an  unprece¬ 
dented  channeling  of  savings  into  the  equity  market  through  pen¬ 
sion  and  mutual  funds. 

OUTLOOK  AND  FORECAST 

One  way  to  project  the  future  is  to  extrapolate  the  recent  past. 
For  such  a  calculation  it  matters  how  fast  real  GDP  has  grown  dur¬ 
ing  the  current  expansion.  Measured  on  the  product  side,  real  out¬ 
put  has  grown  at  a  2.0  percent  annual  rate  since  the  business-cycle 
peak  in  the  third  quarter  of  1990,  while  the  income-side  measure 
has  grown  at  a  2.3  percent  annual  rate  (Table  2-3,  line  13).  As  al¬ 
ready  discussed,  it  seems  that  the  truth  is  likely  to  be  closer  to  the 
income-side  measure. 

Components  of  Long-Term  Growth 

It  is  useful  to  begin  the  discussion  of  the  long-term  outlook  with 
the  components  of  aggregate  supply.  Whether  one  considers 
income-  or  product-side  measurement  more  accurate,  it  remains 
true  that  real  output  has  decelerated  during  the  current  business 
<7cle  from  its  pace  between  the  business-cycle  peaks  in  1973  and 
1990.  The  deceleration  is  more  than  explained  by  the  slowing  of 
both  of  the  two  components  of  labor  force  growth,  the  working-age 
population  and  the  labor  force  participation  rate. 

Since  1989  the  participation  rate  has  been  virtually  flat,  in  sharp 
contrast  to  the  rising  participation  rates  of  the  1970s  and  1980s. 
This  stalling  of  the  overall  participation  rate  is  due  mainly  to  a  de¬ 
celeration  in  the  participation  rate  for  women;  the  participation 
rate  for  men  has  fallen  no  faster  than  in  earlier  years.  The  flatten¬ 
ing  of  the  female  participation  rate  is  probably  the  result  of  long¬ 
term  demographic  trends.  The  child  dependency  ratio  (the  number 
of  children  per  woman  aged  20  to  54)  fell  between  the  late  1960s 
and  the  early  1980s,  echoing  the  earlier  pattern  in  the  birth  rate. 


Table  2-Z.— Accounting  for  Growth  in  Real  GDP,  1960-2003 
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1973  IV 

1973  IV 
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1990  M 

1990  M 
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1996  IN 

1996  HI 
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2003 

1)  (Mkan  noninstitiitional  populatiofi  aged  16  and  mcr - 

1.0 

1.5 

1.0 

1.0 

2)  PIUS:  (Mlian  labor  tbrca  participation  rate '  . . 

i 

.5 

.0 

.1 

3)  EQUALS:  Civilian  labor  loice'  . . 

2.0 

2.0 

1.0 

1.1 

4)  PLUS;  Civilian  enploymenl  rate ' _ _ 

.0 

-.1 

.1 

.0 

5)  EQUALS.  Civilian  employmenl ' - - - 

6)  PLUS:  Nontarm  businesa  employment  as  a  skate  of 

2.0 

1.9 

1.0 

1.1 

civilian  emptoyment'  * . 

.1 

.1 

.3 

.1 

7)  EQUALS:  Nontarm  business  emptoyment . . . . 

2.1 

2.0 

1.3 

1.2 

n  PLUS:  Average  weekly  hours  (nonfarm  business) _ 

-.4 

.1 

.0 

9)  EQUALS:  Hours  of  all  persons  (nontarm  business) . . . . 

1.6 

1.7 

1.4 

1.2 

10)  PLUS;  Output  per  hour  (productivity,  nontarm  business)  ... 

2.8 

1.1 

.9  M1.2) 
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Sources;  Council  of  Economic  Mvisars.  Department  of  Commerce,  and  the  Department  ef  labor. 

The  decline  in  this  ratio  allowed  an  increasing  fraction  of  women 
to  enter  the  labor  force  between  the  mid-1970s  and  the  mid-1980s, 
but  its  subsequent  flattening  in  the  late  1980s  has  limited  further 
increases  in  participation. 

The  participation  rate  rose  0.15  percentage  point  in  1996,  an  ac¬ 
celeration  from  its  recent  stagnation,  but  below  its  pace  in  the 
1970s  and  1980s.  Both  male  and  female  participation  rates  contrib¬ 
uted  to  the  acceleration  in  1996.  The  male  participation  rate  flat¬ 
tened  out,  after  years  of  decline,  while  female  participation  rose 
0.32  percentage  point — ^faster  than  its  recent  pace  but  more  slowly 
than  in  earlier  decades. 

Table  2-3  shows  the  contributions  of  population,  labor  force  par¬ 
ticipation,  and  productivity  growth  to  output  growth,  both  histori¬ 
cally  and  Eis  projected.  In  the  past,  the  contributions  of  these  sup¬ 
ply-side  factors  have  varied  substantially  across  time  periods,  tmd 
in  ways  that  have  tended  to  be  offsetting.  During  the  1960-73  pe¬ 
riod,  output  growth  was  fueled  by  a  rapid  increase  in  both  the 
working-age  population  and  productivity.  When  productivity  slowed 
after  1973,  the  slowdown  was  partially  offset  by  an  increasing  rate 
of  labor  force  participation.  Growth  in  the  working-age  population 
was  dramatically  slower  after  1990,  but  this  slowdown  was  partly 
countered  by  stabilization  in  the  length  of  the  workweek. 

The  last  column  of  Table  2-3  illustrates  how  the  Administra¬ 
tion’s  forecast  of  2.3  percent  average  annual  GDP  growth  for  the 


86 


next  7  years  is  consistent  with  projections  of  LO  percent  growth  in 
population,  0.1  percent  growth  in  participation,  and  1.2  percent 
growth  in  productivity. 

'  As  noted,  the  participation  rate  has  turned  up  in  the  past  year 
and  may  even  rise  faster  to  the  extent  that  tte  recently  enacted 
welfare  refmrm  legislation  moves  greater  numbers  of  former  recipi¬ 
ents  into  the  paid  labor  force.  Measured  productivity  is  expected  to 
grow  a  bit  faster  than  in  the  recent  past,  as  further  deficit  reduc¬ 
tion  boosts  investment,  and  as  planned  ac^ustments  to  the  CPI, 
which  will  affect  the  measurement  (rf*  prtxluctivity,  are  imple¬ 
mented. 

As  of  Decmnber  1996  the  current  expansion  had  lasted  69 
months,  making  it  the  third  longest  in  the  postwar  record.  Tliere 
is  no  foreseeable  reason  why  this  expansion  cannot  omtinue.  As 
last  year's  Report  argued,  expansions  do  not  die  of  old  age.  Rather, 
most  recent  expansions  have  ended  because  of  rising  inflation,  fi¬ 
nancial  imbalances,  or  inventory  overhangs.  None  d[  these  condi¬ 
tions  exists  at  present.  As  discussed  earlier  in  the  chapter,  the  fi¬ 
nancial  condition  of  households  is  sound,  inventories  remain  lean, 
and  inflation  remains  rmder  control. 

Inflation  Considerations 

The  unemployment  rate  has  fallen  during  the  past  6  months,  al¬ 
though  it  remains  within  a  range  that  most  economists  would  view 
as  consistent  with  stable  prices  (Chart  2-11).  The  chart  shows  the 
band  of  uncertainty  about  the  natural  rate,  and  this  band  is  wide. 
Despite  the  recent  decline  in  unemployment,  inflation  remains  sta¬ 
ble,  and  economists  are  gradually  revising  down  their  consensus  es¬ 
timate  of  the  natural  rate. 

Some  have  pointed  to  the  acceleration  in  wages  and  salaries  over 
the  past  year  as  proof  that  labor  markets  are  tight  enough  for  in¬ 
flation  to  b^pn  rising.  However,  wages  and  salaries  are  only  one 
part  of  labor  costs;  the  other  component,  hourly  benefits,  has 
slowed  dramatically  over  the  past  few  years.  Most  of  the  slowing 
has  been  in  health  insurance  premiums.  As  a  result,  total  hourly 
compensation  for  private  industry  woikers  as  measured  by  the  em¬ 
ployment  cost  index  (ECI)  increased  only  2.9  percent  during  the  12 
months  ending  in  September  1996 — not  much  different  from  its 
rate  during  the  previous  2  years.  This  pace  for  hourly  compensa¬ 
tion,  less  the  1.1  percent  trend  for  productivity  growth,  implies  that 
trend  unit  labor  costs  are  increasing  at  a  1.8  percent  annual  rate. 
As  this  is  far  below  the  pace  of  recent  price  inflation,  labor  costs 
are  not  putting  any  upward  pressure  on  prices  (Chart  2-12). 

This  reduction  in  the  rise  of  employers’  health  premiums  may  be 
temporary.  Therefore  it  is  worth  entertaining  the  notion  that  wages 
and  salaries  are  the  best  measure  of  the  trend  in  compensation.  In 
this  case,  trend  unit  labor  costs  would  increase  by  the  3.3  percent 
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rate  of  ECI  wage  growth  seen  recently,  less  the  1.1  percent  trend 
rate  of  productivity  growth  discussed  earlier,  resulting  in  an  esti¬ 
mate  of  2.2  percent.  This  differs  little  from  the  recent  rate  of  infla¬ 
tion  as  measured  by  the  price  index  for  GDP  (which  is  lower  than 
CPI  inflation).  Wage  increases  are  thus  high  enough  so  that  work¬ 
ers  share  in  productivity  increases,  but  low  enough  that  they  do 
not  put  upward  pressure  on  inflation. 

But  the  case  against  a  near-term  outbreak  of  inflation  is  strong¬ 
er.  First,  as  already  noted,  slow  growth  in  houriy  benefits  has  been 
holding  down  labor  costs  and  may  continue  to  do  so.  Second,  cor¬ 
porate  profits  are  very  high;  profits  as  a  share  of  GDP  during  the 
first  three  quarters  of  1996  were  higher  than  for  any  three-quarter 
period  since  the  19608.  Thus,  profits  could  be  a  temporary  buffer 
preventing  accelerating  wages  from  being  immediately  passed 
throu^  to  accelerating  prices.  In  sum,  with  continued  growth  of 
productivity,  with  sustainable  wage  growth  and  with  hi^  profits 
as  a  buffer,  the  U.S.  economy  has  room  for  a  sustained  increase  in 
real  wages — ^without  rising  inflation. 

The  rate  of  inflation  in  1996  has  been  elevated  by  rapid  increases 
in  food  and  energy  prices.  These  prices  are  not  expected  to  grow 
any  faster  than  oUier  prices  over  Uie  next  year,  and  so  the  rate  of 
increase  in  the  CPI  is  expected  to  edge  lower.  Also  holding  down 
measured  inflation  over  the  next  2  years,  by  about  0.3  percentage 
point  per  year,  are  methodological  changes  that  are  already  under 
way.  The  BLS  estimates  that  by  fixing  a  problem  encountered 
when  new  stores  are  rotated  into  the  sample,  CPI  inflation  will  be 
lowered  by  0.1  percentage  point.  (This  fix  was  completed  in  July 
1996.)  The  forecast  assumes  that  new  procedures  for  calculating 
the  hospital  services  price  index  will  lower  CPI  inflation  by  about 
another  0.1  percentage  point.  Beginning  in  1997,  the  BLS  will  col¬ 
lect  transaction  prices  where  available  rather  than  list  prices  for 
hospital  services,  and  will  reorganize  their  categories  so  that  inpa¬ 
tient  and  outpatient  surgery  might  be  substitutable.  Finally,  in 
1998  the  BLS  will  also  replace  its  current  market  basket,  based  on 
1982-84  data,  with  one  based  on  1993-95  data.  Usually  the  items 
with  the  smallest  price  increases  receive  the  largest  increase  in 
weights.  The  forecast  assumes  that  the  incorporation  of  the  new 
market  basket  vdll  lower  CPI  inflation  by  0.1  percentage  point.  The 
importance  of  information-processing  equipment  alone  will  rise  by 
enough  to  lower  CPI  growth  by  0.02  percentage  point  per  year,  as¬ 
suming  prices  for  such  goods  continue  to  fall  at  a  10  percent  an¬ 
nual  rate  as  they  have  recently. 

The  Near-Term  Outlook 

With  inflation  not  a  problem,  the  economy  can  continue  to  move 
forward  at  a  sustainable  rate.  Aggregate  demand  is  likely  to  be  suf¬ 
ficient.  Consumption,  which  is  two-thirds  of  the  economy,  should  be 


supported  by  a  combinatioii  of  high  income  growth,  high  consumer 
confidence,  and  a  hi^  level  of  household  net  worth  relative  to  in¬ 
come.  Business  investment  in  equipment  probably  will  continue  to 
react  to  the  rapid  improvements  in  technology— especially  in  com¬ 
puters  and  telecommunications  equipment.  However,  it  seems  like¬ 
ly  that  equipment  investment  will  not  continue  to  grow  at  the  tor¬ 
rid  rate  of  Hie  past  few  years.  The  market  for  business  structures 
should  remain  on  track  as  vacancy  rates  continue  to  decline.  Fi¬ 
nally,  net  exports  were  a  drag  on  economic  growth  in  1996,  as 
growth  in  many  of  our  trading  partners  lagged  behind  our  own. 
But  there  are  signs  that  foreign  growth  is  picking  up,  and  exports 
should  soon  reflect  this. 

Table  2-i.—Adminigtration  Forecast 
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In  1997  and  1998  the  Administration  projects  a  2.0  percent  in¬ 
crease  in  output  (Table  2-4),  slightly  below  the  potential  pace,  but 
in  line  with  the  consensus.  The  balance  of  the  Administration’s 
forecast  is  built  around  a  2.3  percent  growth  rate  of  potential  out¬ 
put.  The  Administration  does  not  think  that  2.3  percent  real 
growth  in  the  long  term  is  the  best  the  United  States  can  do.  This 
projected  pace  reflects  a  conservative  estimate  of  the  effects  of  Ad¬ 
ministration  policies  to  promote  education  and  investment  and  to 
balance  the  budget.  The  outcome  could  be  even  better.  But  the  Ad¬ 
ministration’s  forecast  is  used  for  a  very  important  purpose:  to 
project  Federal  revenues,  outlays,  and  the  Federal  deficit.  For  this 
purpose  the  most  important  virtues  are  credibility  and  conserv¬ 
atism,  and  the  Administration  has  remained  close  to  mainstream 
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thinking  on  these  issues.  The  Administration’s  forecasting  record  is 
good,  and  the  projections  here  are  close  to  the  consensus  of  private 
forecasters. 
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CHAPTER  3 


Economic  Challenges  of  an  Aging 
Population 

IN  1993  THE  ADMINISTRATIONS  first  job  was  to  get  the  econ¬ 
omy  moving.  The  deficit  reduction  package  enacted  that  year 
helped  to  reduce  interest  rates  and  restore  business  confidence. 
Since  then  the  Federal  deficit  has  been  cut  by  more  than  half,  and 
the  economy  has  expanded  robustly.  The  next  task  is  to  complete 
the  work  of  deficit  reduction.  In  1995  and  1996  the  Administration 
and  the  Congress  both  put  forward  plans  to  balance  the  Federal 
budget,  but  could  not  reach  agreement  at  that  time.  The  Adminis¬ 
tration  is  now  submitting  another  proposal  to  balance  the  budget 
while  protecting  important  national  priorities.  Legislation  should 
be  enacted  this  year  to  accomplish  this  goal. 

Balancing  the  budget  in  the  medium  term,  however,  is  not  the 
end  of  the  stoiy.  The  United  States  faces  two  important  economic 
challenges  ncrw  and  after  the  turn  of  the  century.  First,  without 
changes  in  current  poli<7,  as  the  baby-boom  generation  retires,  en¬ 
titlement  spending,  particularly  for  health  care,  will  rise  rapidly 
and  budget  deficits  will  increase.  Second,  the  Nation  needs  to  raise 
its  overall  rate  of  saving  to  improve  long-term  economic  growth. 
These  two  issues  are  closely  related.  The  President  believes  that 
action  on  these  issues  can  come  about  only  from  a  carefully  consid¬ 
ered,  bipartisan  process.  This  chapter  discusses  these  challenges. 

THE  AGING  OF  THE  POPULATION 

The  proportion  of  the  elderly  in  the  U.S.  population  will  rise 
sharply  in  coming  decades.  This  aging  of  the  population  is  the  inev¬ 
itable  result  of  a  long-term  decline  in  fertility  rates  and  an  enor¬ 
mous  improvement  in  life  expectancy. 

Over  two  centuries,  the  fertility  rate — the  number  of  children 
that  an  average  woman  will  bear  over  her  lifetime — ^has  declined 
fairly  persistently,  from  7.0  in  1800,  to  3.6  in  1900,  to  roughly  2.0 
today  (Chart  3—1).  The  post-World  War  II  haby  boom  and  the  im¬ 
mediately  preceding  baby  bust,  associated  with  the  Great  Depres¬ 
sion  and  World  War  II,  were  temporaiy  aberrations  in  a  long-run 
trend  of  declining  fertility.  As  the  baby  boom  ended,  the  fertility 


rate  resumed  its  decline,  reaching  a  low  point  of  1.7  in  1976  before 
rebounding  to  roughly  2.0  in  recent  years. 

Chart  3-1  Total  FarWity  Rale 

The  total  fertility  rate  has  been  falling  steadily  over  time,  with  the  exception  of 
the  post-world  War  II  baby  boom. 
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Soureas:  Data  prior  to  1900:  CoaSa.  A.  and  HZainicfc  (1963). 'New  Esiinialas  or  FartWty  and  Population  in  Ilia  U.&r  ' 
1 920-1969:  OapartmaM  ol  HeaBh  and  Human  Serutoes;  1970-2070:  Social  Security  Adminisiralton. 

The  sequence  of  baby  bust  and  baby  boom  thus  has  no  impact  ] 
on  the  elderly  dependent^  ratio  (the  ratio  of  elderly  Americans  to  ! 
those  of  working  age)  projected  for  2070  and  beyond;  it  does,  how¬ 
ever,  alter  the  path  to  that  ultimate  ratio,  and  this  has  important 
implications  for  the  medium  term.  The  baby  bust  will  produce  a 
relatively  constant  ratio  of  retirees  to  workers  over  the  next  15 
years,  as  the  small  cohort  bom  in  the  1930s  and  1940s  reaches  re¬ 
tirement,  but  the  baby  boom  will  produce  a  rapid  swelling  of  the 
ranks  of  retirees  after  about  2010,  as  the  large  cohort  bom  in  the 
period  from  1946  through  1964  retires. 

Gains  in  life  expectani^  have  been  just  as  dramatic  as  the  de¬ 
cline  in  fertility  but  have  shown  less  fluctuation  over  time.  In  1935, 
when  Social  Security  was  enacted  and  the  retirement  age  was  set 
at  65,  life  expectancy  at  65  was  about  12  years  for  men  and  13 
years  for  women  (Chart  3-2).  Today  those  figures  are  15  years  and 
19  years,  respectively,  and  by  2070  they  are  projected  to  be  18  and 
22.  The  probability  that  a  young  adult  just  entering  the  workforce 
will  survive  to  collect  benefits  has  also  risen  dramatically.  In  the 
mid- 1930s  the  probability  of  a  20-year-old  man  surviving  to  age  65 
was  only  58  percent,  and  that  for  a  woman  66  percent.  By  the  mid- 


1990s  these  fractions  had  increased  to  77  percent  and  87  percent, 
respectively,  and  by  2070  they  are  projected  to  rise  to  86  percent 
and  92  percent. 

Chart3-2  Uf*  Ejqpactancy  at  Age  66 

Life  expectancy  has  risen  steadily  and  substantialty  throughout  the  20(h  century.  This  rise 
is  expected  to  continue. 

Years  of  Ms  remaining 
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Sources:  Data  prior  to  1996:  Depertnwm  olHeaMi  and  Human  Servicas;  1995-2070;  Social  Secucily 
AdmMtlrallon. 

Declining  fertility  and  mortality  together  produce  a  permanent 
increase  in  the  elderly  dependency  ratio  (Chart  3-3).  Most  of  the 
increase  in  this  ratio  occurs  by  the  time  the  last  of  the  baby- 
boomers  retires  around  2030;  the  ratio  drifts  only  slightly  higher 
thereafter. 

THE  IMPACT  OF  DEMOGRAPHICS  ON  NATIONAL 
SAVING 

Demographics  can  affect  future  national  saving  through  effects 
on  personal  saving  and  on  public  saving.  The  first  effect  is  captured 
in  the  simple  life-<7cle  model.  In  this  model  younger  people  are  ex¬ 
pected  to  save  some  of  their  income  in  anticipation  of  retirement, 
and  older  people  are  expected  to  dissave — that  is,  to  spend  more 
than  their  income.  According  to  this  theory,  the  shift  in  the  elderly 
dependency  ratio  should  produce  a  dramatic  increase  in  dissevers 
relative  to  savers,  substantially  reducing  national  saving.  Even  if 
the  elderly  do  not  dissave  but  only  save  at  a  lower  rate  than  the 
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The  ratio  of  retirees  to  MMduals  of  wottdng  age  wW  remain  roughly  constant  ttvough  2010. 
rise  rapidly  unM  2030,  and  then  increase  sightly  thereafter. 
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Note:  The  depandanqr  nSo  a  popuMlan  aga  66  and  (Mer  dMded  by  population  age  20-64. 

Source:  SocM  SaaatyMHiMaaalion. 

working-age  population,  these  demographics  would  be  expected  to 
affect  national  saving. 

Given  the  already  low  U.S.  saving  rate,  this  prediction  of  the  life- 
(^cle  model  is  a  source  of  concern.  The  evidence,  however,  suggests 
that  demographics  may  not  be  as  important  a  determinant  of  sav¬ 
ing  patterns  as  the  theory  suggests.  For  example,  several  studies 
of  individual  behavior  have  been  unable  to  document  dissaving 
among  the  elderly.  And  during  the  1980s  the  aggregate  saving  rate 
was  quite  low,  even  though  the  life-cycle  model  says  that  it  should 
have  risen  because  the  increase  in  the  proportion  of  the  population 
in  its  prime  saving  years  swamped  the  increase  in  the  proportion 
that  was  old.  Some  simulations  predicted  that  the  personal  saving 
rate  should  have  been  as  high  as  12.8  percent  in  the  1980s;  instead 
it  averaged  4.3  percent.  Economists  have  been  at  a  loss  to  explain 
much  of  the  behavior  of  personal  saving  during  the  1980s.  (In  fact, 
it  is  difficult  enough  to  explain  variation  among  households  at  a 
given  point  in  time.  One  study  using  a  variety  of  variables  and 
models  was  able  to  explain  only  7  percent  of  the  total  variation  in 
the  level  of  saving  among  households  reported  in  the  Federal  Re¬ 
serve’s  Survey  of  Consumer  Finances.) 

However  uncertain  the  impact  of  demographics  on  private  saving, 
its  likely  impact  on  public  saving — unless  significant  changes  are 
made  in  programs  for  the  elderly — is  clear.  Growing  deficits  in  the 


Social  Security  program  and  the  increasing  costs  of  Medicare  and 
Medicaid  will  tend  to  raise  Federal  outlays— that  is,  they  will  re¬ 
duce  government  saving  for  any  given  level  of  revenue.  Some 
economists  have  argued  that  lower  government  saving  might  cause 
an  offsetting  rise  in  private  saving,  as  individuals  anticipate  an 
eventual  rise  in  taxes  due  to  the  government’s  chronic  failure  to 
save.  However,  evidence  for  such  a  large  offset  is  lacking.  Thus,  the 
most  likely  effect  of  demographically  driven  expenditure  increases 
would  be  a  net  reduction  in  national  saving. 

THE  IMPACT  OF  DEMOGRAPHICS  ON  THE  BUDGET 

Without  changes  in  policy,  the  costs  of  government  programs 
that  provide  the  elderly  with  retirement  income  and  insure  their 
health  and  musing  home  care  will  rise  rapidly  as  the  number  of 
elderly  increases.  In  addition,  social  insurance  taxes  and  contribu¬ 
tions  are  likely  to  be  pinched  somewhat,  because  the  number  of 
people  working — and  paying  taxes — will  be  growing  more  slowly. 

The  largest  increases  in  programs  benefiting  the  elderly  are  pro¬ 
jected  to  be  for  Medicare  and  Medicaid.  Hie  Trustees  of  the  Medi¬ 
care  program  project  spending  to  increase  from  2.7  percent  of  gross 
domestic  product  (GDP)  in  1996  to  8.1  percent  in  2050.  The  Office 
of  Management  and  Budget  projects  that  imder  current  policy  Fed¬ 
eral  Medicaid  outlays  will  rise  from  1.2  percent  of  GDP  to  4.9  per¬ 
cent  over  the  same  period.  And  the  Social  Security  Trustees  esti¬ 
mate  that  spending  will  grow  from  4.7  percent  of  GDP  to  6.3  per¬ 
cent  between  1996  and  2050.  This  is  a  smaller  increase,  both  abso¬ 
lutely  and  relative  to  current  levels,  than  that  projected  for  the 
health  programs.  Nevertheless,  in  combination,  these  forecasts  sug¬ 
gest  a  more  than  doubling  of  expenditures  on  these  key  programs, 
from  under  9  percent  of  GDP  to  roughly  19  percent  in  2050  (Chart 
3-4).  By  2070  expenditures  for  the  three  pn^rams  are  expected  to 
reach  22  percent  of  GDP. 

By  contrast.  Federal  revenues  have  historically  been  around  18 
percent  of  GDP.  Hence,  absent  any  changes,  expenditures  on  Social 
Security,  Medicare,  and  Medicaid  could  consume  all  government 
revenues  by  2050  and  exceed  them  thereafter. 

The  effect  of  these  rising  expenditures  on  the  imifled  Federal  def¬ 
icit — ^the  broadest  measure  of  the  deficit,  which  includes  these  pro¬ 
grams  and  all  other  revenues  and  spending — ^is  even  more  powerful 
than  these  numbers  suggest:  deficits  in  the  early  years  must  be 
funded  with  borrowing,  and  the  interest  on  that  borrowing  will  re¬ 
quire  even  larger  outlays  in  later  years.  Most  long-term  budget  pro¬ 
jections  based  on  current  polity  show  the  deficit  mounting  to 
around  20  percent  of  GDP  by  2050,  while  the  debt  held  by  the  pub¬ 
lic  reaches  a  level  somewhere  between  two  and  three  times  GDP. 


Note:  MedteaM  expendHures  after  2050  are  proieded  by  Ihe  Counci  o(  Economic  Advisers. 

Sourcae:  Social  Security  AdmMstralion,  Deparlinent  ct  Health  and  Human  Services,  Office  of  Management 
dnd  Budget,  and  Counci  of  Economic  Advisers. 


In  fact,  no  one  believes  that  the  economy  could  withstand  such 
large  deflcits  and  increases  in  debt,  with  their  adverse  effects  on 
interest  rates  and  growth.  Something  will  be  done  before  the  defi¬ 
cits  and  debt  reach  these  levels.  The  only  questions  are  what  will 
be  done,  and  when.  Delay  has  two  consequences.  First,  as  already 
noted,  borrowing  to  cover  shortfalls  in  the  near  term  boosts  later 
deficits  as  interest  charges  accumulate.  Second,  any  reform  that  is 
adequate  to  the  problem  will  need  to  be  phased  in  gradually,  to 
allow  citizens  time  to  a4just  their  personal  financing  plans  accord¬ 
ingly.  Thus,  the  most  useful  exercise  is  to  examine  the  financial  sit¬ 
uation  of  each  individual  program  separately  and  explore  the  var¬ 
ious  approaches  to  restoring  balance. 


SOCIAL  SECURITY 


Of  the  several  financing  problems  to  be  solved,  that  of  Social  Se¬ 
curity  is  the  most  tractable.  Without  changing  current  law  in  any 
way.  Social  Security  can  pay  full  benefits  well  into  the  next  cen¬ 
tury.  Thereafter,  without  any  changes  in  the  structure  of  the  pro¬ 
gram,  funding  will  be  sufficient  to  cover  about  70  percent  of  bene¬ 
fits  even  75  years  from  now.  Nevertheless,  the  program  faces  a 
funding  gap  over  the  75-year  projection  period  and  permanent  im¬ 
balance  after  75  years.  The  challenge  is  to  restore  balance  to  the 
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program,  raise  national  saving,  and  allow  Sodal  Security  to  con¬ 
tinue  to  fulfill  its  many  missicms. 

For  almost  60  years.  Social  Security  has  provided  elderly  Ameri¬ 
cans  with  a  basic  level  of  retirement  security.  Currently,  about  90 
percent  of  “aged  units’* — ^married  couples  one  of  whom  is  aged  66 
or  older,  and  nonmarried  persons  aged  65  and  over— get  Social  Se¬ 
curity  benefits.  Tltese  benefits  are  the  only  form  of  retirement  pen¬ 
sion  for  about  half  of  these  households.  Social  Security  is  particu¬ 
larly  important  for  the  low-income  elderly.  For  example,  more  than 
three-quarters  the  money  income  (which  includes  earnings  from 
work  and  interest,  as  well  as  retirement  benefits)  of  households  in 
the  bottom  two  income  quintiles  comes  from  Social  Security  bene¬ 
fits.  The  comparable  shares  are  about  a  quarter  for  the  hif^est  in¬ 
come  quintile  and  about  half  for  the  seamd-hi^iest. 

Social  Security  benefits  keep  some  15  million  people  above  the 
poverty  line  and  millions  more  from  near  poverty.  As  recently  as 
1959,  when  these  data  b^an  to  be  collected,  the  poverty  rate 
among  the  elderiy  was  more  than  twice  that  for  the  rest  of  the 
adult  population.  Since  then  this  rate  has  trended  lower  and  is  now 
slightly  below  that  for  other  adults.  Social  Security  has  been  a  key 
factor  behind  this  drop.  Moreover,  although  the  benefit  schedule  is 
progressive  and  some  benefits  are  subject  to  partial  taxation.  Social 
Security  benefits  are  not  subject  to  an  explicit  means  test.  The  lack 
of  means  testing  allows  many  people  to  add  other  resources  to  their 
Social  Security  benefits  and  achieve  a  level  of  income  not  too  far 
below  that  when  they  were  woridng. 

Social  Security  also  provides  protection  against  loss  of  family  in¬ 
come  due  to  disability  or  death.  Rou^y  5  million  disabled  adults 
and  3  million  children  receive  monthly  benefits;  about  half  the  chil¬ 
dren  receiving  benefits  have  lost  one  or  both  parents.  In  short.  So¬ 
cial  Security  is  an  extremely  valuable  program  that  has  raised  the 
living  standards  of  millions  of  Americans  and  markedly  increased 
their  sense  of  economic  security  by  providing  fully  indexed  annu¬ 
ities  in  the  event  of  retirement,  disability,  or  death  of  a  bread¬ 
winner. 

THE  SIZE  OF  THE  PROBLEM 

In  their  annual  report,  the  Trustees  of  the  Social  Security  system 
publish  projections  of  the  system’s  revenues  and  outlays  for  the 
next  75  years.  Three  sets  of  projections  are  made,  corresponding  to 
three  sets  of  assumptions  about  future  levels  of  system  costs.  The 
intermediate  cost  projections  in  the  1996  report  show  that,  from 
now  through  2011,  the  Social  Security  system  will  bring  in  more 
money  than  it  pays  out.  That  is,  payroll  tax  receipts  plus  receipts 
from  income  taxation  of  Social  Security  benefits  will  exceed  outlays. 


By  that  time  the  baby-boomers  will  have  begun  to  retire,  and 
growth  in  the  labor  force  will  slow,  reflecting  the  decline  in  the  fer¬ 
tility  rate  that  occurred  after  1960.  The  resulting  increase  in  the 
ratio  of  retirees  to  workers  will  cause  the  outlays  of  the  system  to 
rise  above  taxes.  In  the  relatively  short  period  from  2012  through 
2018,  the  annual  interest  income  on  assets  in  the  Social  Security 
trust  funds  will,  together  with  tax  receipts,  produce  enough  reve¬ 
nues  to  cover  benefit  payments.  After  that,  if  no  action  is  taken, 
total  income  will  fall  short  of  benefit  payments,  but  the  shortfall 
can  be  covered  by  drawing  down  trust  fund  assets  until  the  funds 
are  exhausted  in  2029.  Of  course,  the  exhaustion  of  the  trust  funds 
does  not  mean  the  end  of  Social  Security  benefits.  Even  if  no 
changes  are  made  on  the  tax  or  the  benefit  side  of  the  equation, 
payroll  and  benefit  taxation  at  current  rates  will  provide  enough 
money  to  cover  75  percent  of  promised  benefits  in  2040  and  nearly 
70  percent  in  2070. 

The  financing  of  Social  Security  is  projected  to  put  increasing 
pressure  on  the  Federal  budget  before  the  trust  fund  balances  are 
exhausted,  however.  In  the  near  term.  Social  Security  reduces  the 
annual  unifled  budget  deficit.  The  amount  of  that  reduction  and 
the  number  of  years  it  encompasses  depend  on  the  budgetary  treat¬ 
ment  of  interest  payments  from  the  Treasury  to  the  Social  Security 
trust  funds.  For  example.  Social  Security  income,  excluding  inter¬ 
est,  exceeded  Social  Security  outlays  by  $30  billion  in  fiscal  year 
1996.  Thus,  the  effect  of  Social  Security’s  current  operations  was  to 
lower  the  deficit  by  $30  billion.  This  operating  surplus  remains  at 
about  that  level  for  about  a  decade,  then  drops  sharply.  As  noted 
earlier,  by  2012  Social  Security  outlays  exceed  taxes.  However,  in 
1996  the  Treasury  also  paid  more  than  $36  billion  in  interest  to  the 
Social  Security  trust  funds,  and  this  interest  can  be  viewed  as  pay¬ 
ments  that  the  Treasury  would  have  had  to  make  to  the  public 
were  it  not  for  past  Social  Security  surpluses.  If  they  are  included 
in  the  calculation,  one  can  say  that  the  current  and  past  operations 
of  the  Social  Security  system  shaved  $66  billion  from  the  unifled 
budget  deficit  in  fiscal  year  1996.  By  this  measure,  the  deficit-re¬ 
ducing  effect  of  Social  Security  is  projected  to  rise  to  more  than 
$100  billion  in  less  than  a  decade,  remain  above  that  level  for  more 
than  10  years,  and  then  drop  rapidly.  Regardless  of  the  treatment 
of  intragovemmental  transfers,  by  2019  outgo  exceeds  income.  Be¬ 
tween  2019  and  2029,  the  subsequent  shortfalls  can  be  met  by 
drawing  down  the  investments  in  the  trust  funds,  but  this  puts 
pressure  on  the  unified  deficit.  This  pressure  gets  progressively 
worse  over  time.  Using  the  broader  measure  of  Social  Security’s 
contribution  to  the  unifled  deficit.  Social  Security  currently  reduces 
the  deficit  by  nearly  1  percent  of  GDP,  but  by  the  time  the  trust 


funds  are  exhausted  in  2029  it  vdll  boost  the  deficit  by  nearly  1.5 
percent  of  GDP. 

When  the  Social  Security  surpluses  in  the  early  years  are  com¬ 
bined  with  the  deficits  in  the  later  years,  projected  income  falls 
short  of  projected  benefit  payments  over  the  75-year  forecast  period 
as  a  whole.  Projecting  the  size  of  this  shortfall  over  such  a  long  ho¬ 
rizon  is  very  difficult.  One  measure  provided  by  the  Social  Security 
Trustees,  based  on  their  intermediate  assumptions,  is  that  the  75- 
year  deficit  amounts  to  2.19  percent  of  taxable  payroll  over  that  pe¬ 
riod.  One  way  to  think  about  a  deficit  of  this  magnitude  is  in  terms 
of  the  hypothetical  tax  increase  that  would  be  required  to  eliminate 
it.  That  is,  if  the  gap  over  the  next  75  years  were  to  be  financed 
solely  by  raising  taxes,  today’s  combined  employee-employer  tax 
rate  of  12.4  percent  would  have  to  be  raised  to  14.6  percent  right 
away.  No  one  proposes  to  meet  the  deficit  in  this  way,  but  it  pro¬ 
vides  a  way  to  think  about  the  solvency  problem. 

Social  Security’s  long-term  financing  problem  is  somewhat  more 
complicated  than  just  described.  Under  current  law  the  tax  rate  is 
fixed  while  costs  as  a  percentage  of  payroll  are  rising,  and  this  pat¬ 
tern  produces  surpluses  now  and  large  deficits  in  the  future.  As  a 
result  of  this  proHle,  each  passing  year  adds  another  year  with  a 
large  projected  deficit  to  the  75-year  projection  period.  Assuming 
nothing  else  changes,  this  phenomenon  increases  the  projected  75- 
year  deficit  slightly  (by  0.08  percent  of  taxable  payroll  with  today’s 
projected  deficits)  each  year. 

How  Reliable  Are  the  Projections? 

Projecting  costs  for  the  next  75  years  is  necessarily  an  uncertain 
exercise.  Imagine  actuaries  and  economists  in  the  Harding  Admin¬ 
istration  trying  to  project  fertility  rates,  life  expectancies,  wages, 
and  so  on  from  19^  until  the  present.  They  would  have  had  no 
idea  about  the  coming  Great  Depression,  World  War  II,  or  a  host 
of  other  demographic,  economic,  and  social  developments.  Never¬ 
theless,  such  long-range  planning  is  a  useful  exercise.  Precisely  be¬ 
cause  Social  Security  is  such  a  long-run  program,  mqjor  demo¬ 
graphic  trends  are  important  factors  in  its  solvency.  Short-run  fluc¬ 
tuations  in,  say,  fertility  or  mortality  rates  will  not  fundamentally 
alter  the  long-run  financial  picture.  The  usefulness  of  the  exercise 
depends  crucially,  however,  on  the  reasonableness  of  the  underly¬ 
ing  assumptions  and  on  the  ability  to  modify  them  as  new  informa¬ 
tion  becomes  available.  The  actuaries’  calculations  involve  numer¬ 
ous  variables,  but  two  demographic  assumptions  and  one  economic 
relationship  are  key. 

On  the  demographic  side  the  primary  issues  are  fertility  and 
mortality;  fluctuations  in  immigration  and  emigration  are  expected 
to  have  only  modest  effects.  Fertility  tells  us  how  many  people  will 
be  in  the  labor  force  paying  taxes,  and  mortality  how  many  people 


will  be  receiving  benefits  and  for  how  long.  As  already  noted,  the 
total  fertility  rate  is  currently  about  2.0  children  over  a  woman’s 
lifetime.  Demographers  generally  believe  that  U.S.  fertility  rates, 
like  those  in  most  other  industrialized  nations,  will  remain  low. 
The  intermediate  estimates  in  the  1996  Trustees’  report  are  based 
on  the  assumption  that  the  total  fertility  rate  in  the  next  75  years 
will  be  1.9  children  per  woman,  slightly  below  its  recent  level.  The 
consensus  is  that  mortality  will  continue  to  decrease;  the  question 
is  how  fast.  For  the  75-year  projection,  life  expectancy  at  65  is  pro¬ 
jected  to  reach  18.4  years  for  men  by  2070  and  22.2  years  for 
women. 

On  the  economic  side  the  important  variables  relate  to  changes 
in  wages  and  prices.  The  system  operates  more  or  less  on  a  pay- 
as-you-go  basis,  whereby  taxes  currently  received  from  workers  are 
used  to  pay  old-age,  survivors,  and  disability  insurance  (OASDI) 
beneflts  to  current  beneficiaries.  In  1997,  workers  and  their  em¬ 
ployers  each  pay  taxes  of  6.2  percent  on  the  first  $65,400  of  earn¬ 
ings.  Benefits  are  calculated  by  applying  a  progressive  benefit  for¬ 
mula  to  an  average  of  the  beneficiary’s  historical  earnings,  which 
have  been  indexed  to  reflect  overall  increases  in  average  wages. 
After  benefits  are  awarded,  they  are  adjusted  annually  to  keep  up 
with  inflation.  In  this  type  of  pay-as-you-go  system,  a  key  relation¬ 
ship  is  the  difference  between  the  rate  at  which  tax  revenues  rise 
(which,  assuming  no  change  in  tax  rates,  is  equivalent  to  growth 
in  covered  wages)  and  the  rate  at  which  benefits  increase  after  re¬ 
tirement  or  disability  (that  is,  the  rate  of  increase  in  the  consumer 
price  index,  or  CPI).  This  difference  is  called  the  real-wage  differen¬ 
tial. 

The  assumption  about  the  size  of  the  real-wage  differential  is 
often  viewed  as  the  most  controversial  in  Social  Security  forecast¬ 
ing,  as  the  actual  value  has  varied  dramatically  over  time.  During 
the  20-year  period  before  1973,  when  productivity  growth  was  high, 
the  real-wage  differential  averaged  2.2  percentage  points.  From 
1973  to  the  present,  however,  it  has  averaged  0.3  percentage  point. 
The  question  is  how  much  weight  to  put  on  recent  years  as  com¬ 
pared  with  the  pre-1973  period.  The  Trustees  have  roughly  split 
the  difference  and  adopted  a  long-run  assumption  of  1.0  percentage 
point.  What  if  they  are  wrong?  By  how  much  would  a  real-wage  dif¬ 
ferential  of  0.6  percentage  point  (the  average  for  the  1980s  and 
1990s),  rather  than  the  assumed  1.0  percentage  point,  raise  the  75- 
year  deficit?  Sensitivity  analysis  shows  that  such  a  miscalculation 
would  increase  the  75-year  deficit  by  roughly  0.5  percent  of  taxable 
payroll.  In  other  words,  a  relatively  large  error  in  this  assumption, 
taken  in  isolation,  would  worsen  long-term  Social  Security  financ¬ 
ing  by  a  relatively  modest  amount  during  the  next  75  years. 


Of  course,  if  a  large  number  of  assumptions  all  turn  out  optimis¬ 
tic,  or  all  pessimistic,  their  cumulative  effect  could  be  quite  large. 
The  Trustees’  reports  show  the  results  for  two  extreme  cases:  a 
“high-cost”  alternative  in  which  all  of  the  main  assumptions  take 
pessimistic  values,  and  a  “low-cost”  projection  that  assumes  opti¬ 
mistic  values.  According  to  the  1996  report,  under  the  high-cost  al¬ 
ternative,  the  75-year  balance  is  in  deficit  by  5.67  percent  of  tax¬ 
able  payroll,  more  than  twice  the  2.19  percent  deficit  under  the  in¬ 
termediate  assumptions.  In  contrast,  the  balance  imder  the  low- 
cost  assumptions  is  a  small  surplus  of  0.46  percent  of  taxable  pay¬ 
roll. 

These  two  projections  give  a  sense  of  the  level  of  uncertainty 
about  the  long-term  projections.  Nonetheless,  a  1994-95  Technical 
Panel  to  the  Quadrennial  Advisory  Council  on  Social  Security  eval¬ 
uated  each  individual  assumption  and  concluded  that,  “The  ‘inter¬ 
mediate’  projection  ...  for  the  OASDI  program  provide! s]  a  reason¬ 
able  evaluation  of  the  financial  status.  Although  the  Panel  suggests 
that  modifications  be  considered  in  various  specific  assumptions, 
the  overall  effect  of  those  suggestions  would  not  significantly 
change  the  financial  status  evaluation.” 

In  1983  the  Congress  enacted  l^islation  based  on  the  rec¬ 
ommendations  of  the  National  Commission  on  Social  Security  Re¬ 
form.  The  Commission’s  reforms  were  intended  to  keep  the  Social 
Security  system  solvent  for  75  years,  with  positive  trust  fund  bal¬ 
ances  through  2060.  Only  a  year  later,  however,  the  Trustees 
began  to  project  a  small  deficit.  The  projected  deficit  has  grown 
more  or  less  steadily  since  then,  to  its  current  level  of  2.19  percent 
of  taxable  payroll.  How  did  this  happen? 

Three  factors  account  for  most  of  the  projected  increase  in  long- 
range  costs.  The  first  one  was  discussed  earlier.  That  is,  as  time 
passes,  the  75-year  valuation  period  ends  in  a  later  year,  so  that 
more  of  the  higher  cost  outyears  are  included  in  the  projections.  In¬ 
cluding  more  deficit  years  raises  the  75-year  deficit.  The  second  is 
that  the  disability  caseload  grew  much  faster  than  anticipated,  pri¬ 
marily  because  of  legislative,  regulatoiy,  and  judicial  action  that 
made  it  easier  for  individuals  to  qualify  for  disability  benefits.  The 
third  source  of  the  post- 1983  deficit  reflects  the  net  effect  of  one- 
shot  changes  in  the  methodology  used  in  the  projections. 

Changes  in  economic  and  dem(^^phic  assumptions  are  not  on 
balance  responsible  for  the  reemergence  of  the  deficit  since  1983. 
Most  of  the  discussion  of  Social  Security’s  financing  problems  is 
couched  in  terms  of  the  demographic  shifts  that  will  occur  as  the 
baby  boom  ages.  Indeed,  the  numbers  are  impressive:  whereas 
today  3.3  workers  support  each  retiree,  by  2040  that  number  drops 
to  2.0;  it  stabilizes  around  1.8  in  2070.  The  problem  with  this  story 
is  that  the  projected  decrease  in  the  ratio  of  workers  to  retirees. 
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frequently  dted  as  the  cause  of  the  emerging  deficit,  is  little 
changed  from  1983.  This  decrease  was  fully  incorporated  in  the  es¬ 
timates  at  that  time.  Demographic  developments  since  1983  have 
been,  if  anything,  positive — ^at  least  from  the  program’s  perspective. 
Life  expectancy  is  lower  and  birth  rates  have  been  higher  than 
were  assumed  in  1983,  thereby  reducing  long-range  costs.  The  posi¬ 
tive  impact  on  long-range  costs  from  changing  demographic  as¬ 
sumptions  was  rou^y  offset,  however,  by  dianging  economic  as¬ 
sumptions.  In  particular,  the  Trustees  gradually  lowered  the  as¬ 
sumed  rate  of  real  wage  growth  as  it  became  clear  that  the  slower 
trend  in  productivity  growth  was  likely  to  continue.  On  balance, 
the  economic  and  demographic  changes  have  roughly  offset  one  an¬ 
other. 

RECOMMENDATIONS  OF  THE  QUADRENNIAL 
ADVISORY  COUNCIL 

The  Quadrennial  Advisory  Council  on  Social  Security  was 
charged  in  1994  with  finding  ways  to  eliminate  the  current  deficit 
in  the  OASDI  program.  It  released  its  report  in  January  1997  after 
more  than  2  years  of  deliberations.  Instead  of  offering  a  single  set 
of  consensiis  recommendations,  this  13-person  panel  split  and  pre¬ 
sented  three  very  different  visions  for  the  future  of  the  Social  Secu¬ 
rity  system. 

All  three  are  designed  to  restore  75-year  balance,  stabilize  the 
trust  funds  in  the  76th  year,  and  address  the  decline  in  the  rate 
of  return  to  Social  Security  contributions  that  has  occurred  as  the 
system  has  matured.  It  is  important  to  remember  that,  although 
the  Advisory  Council  distilled  these  three  specific  sets  of  options, 
many  alternatives  are  possible.  The  report  characterizes  the  three 
alternatives  as  the  "Maintenance  of  Benefits,”  "Individual  Ac¬ 
counts,”  and  "Personal  Security  Accoimts”  proposals.  The  following 
descriptions  are  summaries  of  the  three  proposals  and  should  not 
be  viewed  as  endorsements  of  particular  approaches. 

The  Maintenance  of  Benefits  Proposal 

The  Maintenance  of  Benefits  (MB)  plan  is  designed  to  eliminate 
the  Social  Security  deficit  without  altering  the  basic  nature  of  the 
program.  Roughly  half  the  savings  comes  from  long-discussed — but 
never  accepted — ^proposals.  These  include  extending  coverage  to 
State  and  local  government  employees  hired  after  1997  who  under 
current  law  would  not  be  covert  by  Social  Security;  making  Social 
Security  benefits  taxable  to  the  extent  that  they  exceed  worker  con¬ 
tributions  (this  would  make  the  program  comparable  in  that  re¬ 
spect  to  other  contributory  defined-benefit  plans);  lengthening  the 
averaging  period  for  the  Social  Security  benefit  calculation  from  35 
years  to  38  years;  and  incorporating  technical  corrections  in  the 
CPI  made  by  the  Bureau  of  Labor  Statistics  in  1995  and  1996, 


which  reduced  the  upward  bias  in  measured  inflation  by  about  0.2 
percentage  point  per  year.  These  proposals  are  expected  to  elimi¬ 
nate  about  half  of  the  75-year  deficit. 

To  reduce  the  rest  of  the  financing  gap  MB  proponents  suggest 
three  new  proposals.  The  first  is  to  explore  the  possibility  of  invest¬ 
ing  40  percent  of  trust  fund  assets  in  corporate  equities  on  a  grad¬ 
uated  basis  beginning  in  2000.  The  implications  of  such  a  change 
are  discussed  in  greater  detail  below.  Second,  the  plan  would  redi¬ 
rect  into  the  OASDI  fund  the  share  (rf*  revenues  from  the  taxation 
of  Social  Security  benefits  that  are  currently  paid  into  the  Medicare 
hospital  insurance  trust  fund,  phasing  in  the  change  between  2010 
and  2019.  Finally,  to  correct  the  tendency  of  the  fund  to  drift  out 
of  balance,  this  plan  would,  if  necessary,  increase  the  payroll  tax 
by  0.8  percentage  point  ea<di  on  employers  and  employees  starting 
in  2045. 

The  Individual  Accounts  Proposal 

The  Individual  Accounts  (lA)  plan  has  two  components:  it  would 
make  certain  changes  to  balance  the  existing  program,  and  it 
would  create  a  system  of  supplementary  required  savings  accounts 
for  all  participants.  The  first  part  of  the  plan  begins  with  three  pro¬ 
posals  that  are  also  in  the  MB  plan:  coverage  of  newly  hired  State 
and  local  government  employees,  taxation  of  benefits  that  exceed 
contributions,  and  incorporation  the  CPI  changes.  In  addition, 
the  lA  plan  would  raise  the  normal  retirement  age  to  67  faster 
than  under  current  law  and  index  it  to  longevity  thereafter.  Fi¬ 
nally,  benefits  for  middle-  and  upper-income  recipients  would  be 
cut  by  roui^y  20  percent  to  allow  the  current  12.4  percent  payroll 
tax  rate  to  cover  the  program’s  75-year  cost. 

The  mandatory  savings  portion  of  the  lA  plan  would  increase  the 
employee’s  payroll  contribution  by  1.6  percentage  points  to  fund 
government-administered  individual  accounts,  beginning  in  1998. 
Proponents  of  the  lA  proposal  recommend  that  the  funds  in  these 
accounts  be  allocated  by  workers  to  a  relatively  small  niimber  of 
government-managed  index  funds,  which  would  provide  a  variety  of 
investment  alternatives  at  low  cost.  At  retirement,  the  savings 
would  be  paid  out  as  an  annuity,  with  payouts  adjusted  for  infla¬ 
tion,  and  added  to  the  regular  Social  Security  benefit.  Total  retire¬ 
ment  benefits  would  thus  depend  on  the  returns  achieved  by  the 
savings  accounts. 

Supporters  of  the  lA  plan  argue  that  it  would  directly  boost  fund¬ 
ing  for  retirement  (althou^  they  acknowledge  that  individuals 
might  reduce  their  non-Sodal  Security  saving  to  some  extent).  In 
terms  of  national  saving,  they  view  it  as  superior  to  increased  fund¬ 
ing  throiigh  the  Sodal  Security  trust  funds  because  they  fear  that 
annual  surpluses  in  the  trust  funds  would  simply  be  used  to  cover 
deficits  in  ^e  non-Sodal  Security  part  of  the  budget.  They  also  be- 


lieve  that  adding  an  individual  account  component  is  a  way  to  in¬ 
troduce  equity  investments  without  raising  all  the  issues  associated 
with  direct  investment  of  Social  Security  in  stocks,  as  suggested  in 
the  MB  plan.  It  should  be  noted  that  under  the  proposal  the  ac¬ 
counts  would  be  held  by  the  government,  and  the  government 
would  constrain  the  range  of  investment  alternatives  in  the  indi¬ 
vidual  accoimts. 

The  Personal  Security  Account  Proposal 

The  Personal  Security  Account  (PSA)  plan  calls  for  a  more  exten¬ 
sive  change  in  the  structure  of  the  system,  phased  in  over  a  period 
of  time.  It  would  divert  5  percentage  points  of  the  12.4  percent  pay¬ 
roll  tax  into  mandatory  “personal  security  accounts.”  Unlike  the  in¬ 
dividual  savings  accounts  described  above,  which  would  be  held  by 
the  government  and  annuitized  upon  retirement,  these  accounts 
could  be  placed  with  private  investment  companies,  and  individuals 
would  have  broader  choice  over  how  the  savings  are  paid  out  dur¬ 
ing  retirement.  The  remaining  7.4  percentage  points  of  the  payroll 
tax  would  pay  for  a  flat  retirement  benefit  for  full-career  workers 
equivalent  to  $410  a  month  in  1996  (and  indexed  for  future  wage 
growth  beginning  in  1998)  and  for  reduced  disability  and  survivor 
benefits.  The  $410  flat  benefit  by  itself  would  provide  an  income 
about  one-third  below  the  poverty  line  for  an  elderly  person  living 
alone;  the  proceeds  of  the  personal  accounts  would  supplement  the 
flat  benefit. 

The  plan  also  would  reduce  the  financing  gap  through  many  of 
the  same  features  as  the  MB  and  lA  proposals:  it  would  expand 
coverage  to  newly  hired  State  and  local  government  workers,  alter 
the  taxation  of  benefits,  speed  up  the  increase  in  retirement  age 
and  index  it  to  longevity  (as  in  the  lA  proposal),  and  incorporate 
adjustments  made  to  the  CPI. 

Social  Security  has,  for  the  most  part,  operated  on  a  pay-as-you- 
go  basis,  with  benefits  coming  from  workers’  current  contributions 
rather  than  from  accumulated  trust  fund  savings.  Therefore  mov¬ 
ing  to  personal  accounts  to  the  extent  provided  for  in  the  PSA  plan 
would  require  the  handling  of  substantial  transition  costs.  Today’s 
younger  workers  not  only  would  have  to  support  those  already  re¬ 
tired  or  nearing  retirement,  but  would  also  have  to  contribute  to 
a  savings  account  for  themselves.  The  PSA  plan  spreads  these  costs 
over  72  years,  paying  for  them  with  a  tax  equal  to  1.52  percent  of 
payroll  during  this  period.  Because  a  level  tax  rate  is  used  to  fi¬ 
nance  the  transition,  the  plan  is  underfunded  in  the  early  years 
and  overfunded  in  the  later  years.  This  smoothing  of  the  transition 
costs  requires  that  the  trust  funds  borrow  roughly  $2  trillion  in 
1995  dollars  from  the  Treasury  between  now  and  2035,  repaying 
this  debt  with  the  proceeds  of  the  1.52  percent  tax  thereafter. 


Supporters  of  the  PSA  proposal  claim  three  main  advantages 
over  the  others.  First,  their  proposal  would  lead  to  greater  national 
saving  and  investment  hy  fully  funding  in  advance  a  mi^r  compo¬ 
nent  of  the  Social  Security  ^stem.  Second,  it  would  avoid  the  po¬ 
tential  for  politicizing  the  investment  decisions  that  they  believe 
could  arise  with  direct  trust  fund  investment  in  eqxiities.  Third, 
they  believe  that  private  accounts  would  increase  confidence  in  the 
system. 

ISSUES  FOR  FURTHER  STUDY 

The  Advisory  Coimdrs  three  proposals  differ  on  a  variety  of  di¬ 
mensions  and  raise  a  host  of  issues  that  need  to  be  considered. 
These  issues  include: 

•  the  social  insurance  that  Social  Security  provides  in  addition 
to  retirement  benefits 

•  the  issue  of  defined  benefits  versus  defined  contributions 

•  the  effect  of  Social  Security  on  national  saving 

•  the  desirability  of  further  changes  in  the  normal  retirement 
age 

•  the  rate  of  return  on  Social  Security  contributions  (the  “mon¬ 
ey’s  worth”  issue),  especially  for  younger  workers 

•  the  risks  and  benefits  of  investing  a  part  of  the  Social  Security 
trust  funds  in  equities 

•  the  relative  importance  of  other  structural  features  of  the  So¬ 
cial  Security  system,  and 

•  other  considerations. 

Social  Insurance 

Social  Security  plays  an  important  role  not  only  in  providing  re¬ 
tirement  pensions  but  also  in  offering  social  insurance  features 
that  are  of  great  value  to  both  individual  households  and  the  Na¬ 
tion.  The  design  of  the  reforms  will  determine  the  extent  to  which 
the  system  can  continue  to  provide  progressive  benefits  and  other 
social  insurance  components. 

At  the  beginning  of  our  careers  none  of  us  know  whether  we  will 
be  financially  successful  or  will  have  to  struggle  to  make  ends 
meet,  or  whether  we  will  die  early  and  leave  behind  a  family,  or 
become  disabled,  or  live  long  into  retirement.  Social  Security  has 
an  important  redistributive  dimension,  whereby  those  with  low  life¬ 
time  incomes  receive  higher  returns  on  their  contributions  than 
their  higher  paid  counterparts.  Social  Security  was  intended  to  free 
the  elderly  from  poverty,  and  in  that  it  has  made  great  progress 
(see  Chapter  5).  Social  Security  also  offers  protections  against  other 
risks.  For  example,  it  provides  income  for  disabled  workers  and 
benefits  to  deceased  workers’  families.  PubUc  attitudes  toward 
maintaining  these  protections  will  play  an  important  role  in  evalu¬ 
ating  the  Advisoiy  Coundl’s  proposals  and  other  options. 


Defined  Benefits  Versus  Defined  Contributions 

The  current  Social  Security  system  is  a  defined-beneflt  plan, 
whereby  the  insurer — in  this  case  the  government — guarantees  a 
benefit  based  on  a  prescribed  formula.  Under  the  MB  proposal  So¬ 
cial  Security  would  continue  to  be  a  defined-beneflt  plan,  but  under 
the  lA  plan,  and  to  an  even  larger  degree  under  the  PSA  plan,  a 
portion  of  Social  Security  would  become  a  defined-contribution 
plan.  A  defined-contribution  plan  is  one  in  which  the  insurer  pre¬ 
scribes  periodic  contributions,  and  the  size  of  the  benefit  depends 
on  the  size  of  the  contributions  and  the  returns  they  earn. 

Proponents  of  a  move  toward  a  defined-contribution  arrangement 
cite  several  possible  advantages.  First,  they  assert  individuals 
would  be  more  directly  involved  in  the  investment  of  their  funds, 
which  may  allow  them  to  make  investment  choices  that  more  close¬ 
ly  match  their  preferences  for  risk  and  other  investment  features. 
Second,  they  believe  that  by  creating  a  more  direct  link  between 
contributions  and  benefits,  defined-contribution  plans  may  alleviate 
some  labor  market  distortions  of  the  current  system.  Finally,  pro¬ 
ponents  argue  that  giving  workers  ownership  rights  over  their  con¬ 
tributions  reduces  political  uncertainty  surrounding  the  future 
level  of  benefits. 

Critics  of  this  approach  claim  that  the  primary  result  of  a  shift 
toward  defined-contribution  plans  would  be  to  transfer  risk  from 
the  government  to  the  individual.  Payments  under  this  system 
would  depend  on  the  performance  of  the  investments  selected.  Indi¬ 
viduals  might  opt  for  all  low-yielding  investments  and  end  up  with 
much  less  than  anticipated,  or  load  up  with  high-risk  assets  and 
be  forced  to  claim  benefits  at  a  market  low.  In  addition,  critics 
claim  that  returns  on  contributions  would  be  hurt  by  relatively 
high  administrative  costs:  the  Advisoiy  Council  estimates  that  ad¬ 
ministrative  costs  for  PSAs  would  be  about  1  percent  of  invested 
assets  annually,  as  opposed  to  just  0.1  percent  for  the  lA  plan  ac¬ 
counts  and  less  than  0.01  percent  for  the  MB  plan.  Some  critics  are 
also  concerned  that,  if  participants  are  not  required  to  annuitize 
their  withdrawals,  some  might  underestimate  the  amount  of  money 
they  need  over  their  retirement  years  and  use  the  funds  for  other 
purposes.  Private  annuities  should  help  alleviate  this  problem,  but 
so  far  the  market  is  underdeveloped,  in  part  because  of  adverse  se¬ 
lection  problems  (see  Box  3-1  later  in  this  chapter).  Finally,  one  of 
the  mqjor  arguments  cited  in  favor  of  defined-contribution  plans  in 
the  private  sector  is  portability,  but  Social  Security  already  follows 
workers  from  employer  to  employer. 

The  Effect  of  Social  Security  on  National  Saving 

When  thinking  about  the  impact  of  the  Social  Security  system  on 
national  saving,  it  is  useful  to  consider  three  time  periods:  the  sys¬ 
tem’s  startup  phase,  the  current  mature  system,  and  the  future. 


The  Startup.  The  Congress  enacted  the  Social  Security  legislation 
in  1935.  Payroll  taxes  were  first  collected  in  1937,  and  the  first 
monthly  benefits  were  paid  in  1940.  In  1939  the  Congress  made  a 
series  of  decisions  that  slowed  the  buildup  of  reserves,  and  the  sys¬ 
tem  has  operated  mostly  on  a  pay-as-you-go  basis  since  then. 

This  meant  that  the  first  generation  of  retirees  received  benefits 
far  in  excess  of  their  tax  payments.  According  to  the  life-cycle 
model,  whereby  individuals  or  households  plan  to  consume  all  their 
income  and  wealth  over  their  expected  lifetimes,  such  an  increment 
to  lifetime  income  would  increase  consumption  and  reduce  saving. 
That  is,  workers  would  perceive  that  they  have  received  a  wage  in¬ 
crease  in  the  form  of  a  future  annuity,  and  they  would  choose  to 
consume  part  of  that  increase  in  the  present.  To  increase  their  cur¬ 
rent  consumption,  they  would  have  to  either  reduce  saving  or  in¬ 
crease  borrowing.  Lower  personal  saving,  without  any  offsetting  ac¬ 
cumulation  of  reserves  within  the  Social  Security  system,  would  be 
expected  to  reduce  national  saving  and  leave  future  generations 
with  a  lower  capital  stock  than  they  otherwise  would  have  had. 

A  great  many  other  things  were  happening  in  the  economy  at  the 
same  time  Social  Security  was  introduced;  therefore  isolating  the 
program’s  effect  on  national  saving  is  a  daimting  task.  This  might 
explain  in  part  why  a  thorough  review  of  the  literature  shows  no 
compelling  evidence  of  a  sharp  decline  in  saving  in  the  wake  of  the 
introduction  of  Social  Secvuity.  On  the  other  hand,  several  plau¬ 
sible  explanations  are  possible  for  the  lack  of  any  impact  on  saving. 
The  first  is  that  Social  Security  may  have  changed  retirement  ex¬ 
pectations  at  the  same  time  that  it  increased  lifetime  income.  That 
is,  before  Social  Security  workers  may  have  expected  to  work  until 
they  died,  but  after  Social  Security  was  enacted  retirement  at  age 
65  became  the  norm.  To  the  extent  that  Social  Security  encouraged 
people  to  retire  earlier,  they  may  have  chosen  to  save  over  a  short¬ 
er  working  life  for  a  longer  retirement.  This  retirement  effect  would 
have  increased  personal  saving.  Similarly,  before  Social  Security 
most  elderly  people  lived  with  their  children;  after  Social  Security 
they  were  in  a  position  to  maintain  their  own  households.  The  in¬ 
creased  demand  for  independent  living  in  old  age  could  also  have 
increased  saving.  Finally,  many  individuals  save  little  or  nothing 
at  all,  with  or  without  Social  Security.  The  only  way  they  could 
have  increased  current  consumption  in  response  to  the  progreim’s 
introduction  would  have  been  through  borrowing.  But  these  same 
individuals  are  likely  to  have  had  low  or  moderate  incomes;  as 
such,  they  may  have  been  imable  to  borrow  enough  to  achieve  their 
ideal  distribution  of  consumption  over  time.  For  such  individuals, 
the  introduction  of  Social  Security  would  have  left  savings  unaf¬ 
fected,  dampening  the  effect  on  aggregate  saving. 
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The  Mature  Pay-As-You-Go  System.  The  existence  of  a  mature 
pay-as-you-go  Social  Security  ^stem  is  one  of  many  factors  influ¬ 
encing  the  national  saving  rate.  The  permanent  effect  of  a  pay-as- 
you-go  system  on  saving  is  determined  primarily  by  its  initial  im¬ 
pact  on  saving  and  the  capital  stock;  that  impact  then  tends  to  be 
perpetuated  through  time.  The  permanent  effect  on  the  saving  rate 
is  thus  likely  to  be  small  if  the  initial  effect  was  small;  similarly, 
the  permanent  effect  is  likely  to  be  substantial  if  the  initial  effect 
was  large.  In  addition,  there  is  no  reason  to  believe  that  the  ef¬ 
fect — ^whatever  its  size — ^will  be  exacerbated  over  time.  Of  course, 
it  is  still  the  case  that  a  transition  from  a  pay-as-you-go  to  a  fund¬ 
ed  system  could  be  expected  to  lead  to  some  increase  in  the  na¬ 
tional  saving  rate  and  the  capital  stock. 

The  Future.  Although  the  introduction  of  a  pay-as-you-go  Social 
Security  system  may  not  have  had  a  discernible  effect  on  national 
saving  or  the  capital  stock  because  of  a  variety  of  mitigating  fac¬ 
tors,  moving  toward  a  funded  ^stem  could  increase  saving.  This 
increase  woiild  reflect  the  lowered  consumption  of  workers  in  the 
"transition  generation,"  who  pay  the  taxes  to  support  benefits  for 
the  elderiy  while  also  saving  for  their  own  retirement.  Even  though 
the  resulting  increase  in  the  saving  rate  is  temporary,  the  higher 
capital  stock  is  permanent.  Once  the  transition  to  a  fully  funded 
system  is  complete,  the  saving  rate  is  likely  to  drop  back  to  near 
its  level  before  the  shift. 

Prior  to  the  question  of  whether  particular  changes  in  the  Social 
Security  system  vdll  increase  national  saving,  however,  is  a  more 
basic  question:  is  this  the  best  way  to  raise  saving,  or  should  it  be 
done  through  other  means — ^for  example,  through  reductions  in  the 
non-Sodal  Security  budget  deficit?  Even  if  it  is  determined  that 
changes  to  the  Social  Security  system  are  the  best  way  to  boost  na¬ 
tional  saving,  that  decision  does  not  resolve  the  issue  of  how  best 
to  structiire  the  program.  The  effect  on  national  saving  results 
from  shifting  Social  Security  further  from  a  pay-as-you-go  toward 
a  funded  system.  This  can  be  done  through  the  trust  funds — ^net  of 
any  offsetting  effect  on  the  non-Social  ScNcurity  portion  of  the  Fed¬ 
eral  budget— or  throu£^  individual  accoimts. 

Raising  the  Retirement  Age 

Under  current  law,  the  normal  retirement  age  is  scheduled  to  in¬ 
crease  in  two  steps  flrom  65  to  67  years.  It  will  rise  gradually  to 
age  66  for  workers  who  attain  age  62  in  2005,  remain  at  age  66 
for  11  years,  and  then  start  rising  again  to  67  for  workers  who 
reach  62  in  2022.  Two  of  the  Advisory  Coimcil’s  three  proposals 
would  raise  the  normal  retirement  age  to  67  more  quickly  than 
scheduled  imder  current  law  and  then  index  it  for  increases  in  lon¬ 
gevity  thereafter. 
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The  ratimiale  fw  this  change  is  that,  since  life  expectancy  has  in¬ 
creased,  so  should  the  length  of  the  wortc  life.  As  was  noted  earlier, 
since  Social  Security  was  enacted  in  1935,  life  expectancy  at  age  65 
has  increased  by  3  years  for  men  and  6  years  for  women.  Moreover, 
these  life  expectancies  are  projected  to  rise  by  a  further  3  years  for 
both  men  and  women  by  2070.  Proponents  of  a  more  rapid  rise  and 
indexation  of  the  normal  retirement  age  argue  that  a  portion  of 
these  increases  in  longevity  should  be  matched  by  additional  years 
in  the  workforce.  Increasing  the  retirement  age  would  ease  the 
pressure  (m  Social  Security  financing  by  offsetting  some  of  the  in¬ 
crease  in  the  elderiy  dependenty  ratio  caused  by  the  aging  of  the 
population. 

Opponents  of  raising  the  retirement  age  offer  two  main  argu¬ 
ments.  First,  greater  longevity  has  not  so  far  been  accompanied  by 
an  increase  in  years  worked;  indeed,  people  are  retiring  earlier  and 
earlier.  Therefore,  we  should  wait  to  see  how  people  accept  the  cur¬ 
rently  scheduled  increase  to  age  67.  Second,  opponents  are  con¬ 
cerned  that  accelerating  the  change  in  the  retirement  age  woiild 
hurt  those  who  are  forced  by  poor  health  or  lack  of  employment  op¬ 
portunities  to  retire  before  65.  The  law  already  provides  for  an  ac¬ 
tuarial  reduction  in  benefits  of  20  percent  for  those  who  retire  at 
age  62;  this  reduction  will  rise  gradually  to  30  percent  with  the 
scheduled  increase  in  the  normal  retirement  age  to  67.  Increasing 
the  retirement  age  beyond  67  would  reduce  the  age-62  benefit  fur¬ 
ther  still. 

Two  key  issues  emerge  here.  The  first  is  empirical:  how  many 
people  who  retire  at  age  62  would  find  it  a  serious  hardship  to  ex¬ 
tend  their  work  life?  A  preliminary  analysis  of  early  retirees  shows 
them  falling  into  two  groups.  One  consists  of  relatively  prosperous 
individuals  with  some  wealth,  who  tend  to  be  in  good  health.  The 
other  is  made  up  of  less  wealthy,  less  healthy  individuals,  some  of 
whom  have  irregular  preretirement  work  histories.  Raising  the  re¬ 
tirement  age  for  the  first  group  creates  few  problems;  raising  it  for 
the  second  may  well  produce  hardship.  The  second  issue,  therefore, 
is  how  to  protect  low-income  individuals  with  no  work  possibilities. 
Those  who  cannot  work  because  of  physical  disability  might  be  eli¬ 
gible  for  disability  insurance.  Of  course,  a  shift  of  early  retirees  to 
the  disability  insurance  program  would  reduce  the  savings  realized 
from  the  higher  normal  retirement  age.  A  variety  of  options  are 
possible,  but  any  proposal  to  increase  the  retirement  age  should 
consider  those  unable  to  work  the  additional  years. 

The  Rate-of-Return  Issue 

All  three  of  the  Advisory  Coimdl’s  proposals  rejected  an  increase 
in  ciurent  and  future  tax  rates  sufficient  to  establish  long-term  bal¬ 
ance.  In  part  this  alternative  was  rejected  because  it  would  in¬ 
crease  the  costs  of  the  program  for  current  workers  relative  to  the 
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beneHts  that  they  will  receive.  Current  workers  already  face  the 
prospect  of  making  greater  Social  Security  contributions  relative  to 
their  lifetime  earnings  than  was  required  of  workers  in  the  past 
without  a  fully  compensating  increase  in  their  benefits.  Tlie  con¬ 
sequent  decline  in  the  ratio  of  beneflts  to  costs  (commonly  referred 
to  as  the  ‘‘money’s  worth”  ratio)  is  primarily  the  consequence  of  the 
maturation  of  a  pay-as-you-go  ^stem.  Workers  retiring  early  in  the 
program’s  history  had  only  a  few  years  of  wages  subject  to  the  So¬ 
cial  Security  payroll  tax.  Over  time,  new  retirees  had  more  and 
more  years  of  wages  subject  to  taxation,  and  the  additional  tax 
pa3rment8  sharply  reduced  the  rate  of  return.  The  situation  is  actu¬ 
ally  somewhat  more  complicated  in  that  benefit  levels  were  raised 
several  times  over  the  period.  Analytically,  these  increases  in  bene¬ 
fits  can  be  seen  as  introducing  new  pay-as-you-go  programs  on  top 
of  the  old,  temporarily  boosting  retiuus.  But  the  essence  of  the 
story  is  the  maturation  of  a  pay-as-you-go  system. 

In  a  mature  pay-as-you-go  system  financed  by  a  fixed  tax  rate  on 
wages,  the  rate  of  return  on  payroll  tax  contributions  depends  on 
the  rate  of  growth  of  aggr^ate  real  wages.  Slower  growth  in  aggre¬ 
gate  real  wage  income,  owing  to  slower  population  and  productivity 
growth,  has  reduced  the  return  that  can  be  obtained  from  a  mature 
pay-as-you-go  system.  Looking  forward,  with  a  constant  or  slow- 
growing  woiking-age  population,  the  rate  of  growth  of  aggregate 
wages  will  depend  primarily  on  the  rate  of  growth  of  productivity. 

To  address  the  problem  of  declining  rates  of  return,  all  three 
plans  at  least  consider  aUowing  individuals  to  have  some  of  their 
Social  Security  contributions  invested  in  equities.  Proponents  of  the 
Maintenance  of  Benefits  approach  suggest  further  study  and  eval¬ 
uation  of  having  the  Social  Security  trust  funds  invest  directly  in 
equities.  In  the  Individual  Accounts  proposal  equity  investments 
would  be  done  through  newly  created  private  accounts,  and  the  as¬ 
sets  would  be  held  by  the  government.  In  the  Personal  Security  Ac¬ 
count  proposal  individuals  could  invest  in  equities  through  individ¬ 
ually  owned  and  privately  managed  accounts.  Because  equities  on 
average  earn  higher  returns  than  other  financial  assets,  proposals 
that  produce  the  largest  equity  holdings  yield  the  highest  projected 
returns  on  Social  Security  contributions.  Investment  in  equities 
also  raises  concerns  about  risk,  as  noted  in  the  discussion  of  de- 
fined-beneBt  versus  defined-oontribution  plans  above,  and  in  the 
following  section. 

Investing  the  Trust  Fund  in  Equities 

Proponents  of  the  MB  proposal  suggest  giving  serious  consider¬ 
ation  to  investing  a  share  of  the  trust  funds  in  equities.  They  argue 
that  such  investments  are  necessary  to  increase  the  return  on  the 
funds,  which  are  currently  invested  entirely  in  Treasury  securities. 
Both  private  pension  plans  and  many  State  and  local  systems  in- 
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vest  a  substantial  portion  of  their  assets  in  stocks.  Hie  Advisory 
Council  estimates  that  investing  40  percent  of  the  trust  funds  in 
equities  could  raise  the  ultimate  projected  return  on  trust  fund  as¬ 
sets  from  2.3  percent  to  4.2  percent.  Proponents  note  that,  if  the 
higher  returns  on  equities  over  long  holding  periods  that  have  pre¬ 
vailed  in  the  past  continue,  the  change  in  investment  strategy 
would  extend  the  life  of  the  trust  funds,  perhaps  substantially. 

Critics  point  out  that  investing  a  portion  of  the  trust  funds  in  eq¬ 
uities  would  increase  risk  as  well.  Eig^t  times  in  the  last  70  years, 
a  broad  index  equity  returns  has  declined  by  more  than  10  per¬ 
cent  over  1  calendar  year;  on  three  occasions  the  drop  over  a  year 
or  two  was  more  than  35  percent.  Such  declines  could  cause  anxi¬ 
ety  among  both  retirees  and  those  nearing  retirement,  undermine 
public  confidence  in  the  system,  and  possibly  even  lead  to  pressure 
to  divest  equities  after  a  substantial  drop.  Proponents  respond  to 
this  omoem  by  arguing  that,  at  least  based  on  historical  experi¬ 
ence,  the  Social  Security  system  is  in  a  good  position  to  wait  out 
fluctuations  in  marhet  value,  particularly  as  the  trust  funds  in¬ 
crease  in  size.  Critics  argue  that  the  past  may  not  be  prelude  and 
just  as  the  last  15  years  have  seen  an  ei^tfold  increase  in  the 
market,  it  is  conceivable  that  the  market  could  experience  a  dra¬ 
matic  multiyear  decline.  (For  example,  a  broad  index  of  Japanese 
stock  prices  fell  more  than  50  percent  during  the  1990-92  period.) 
Any  proposal  for  equity  investment  must  consider  the  consequences 
when  maricets  faU. 

Another  criticism  of  allowing  the  trust  funds  to  invest  in  equities 
is  that  such  investments  would  primarily  represent  a  reallocation 
of  assets  between  those  held  in  the  trust  funds  and  those  held — 
either  directly  or  indirectly — by  households.  It  could  improve  the  fi¬ 
nancial  position  of  the  trust  funds,  because  of  equities’  historically 
higher  average  returns,  but  for  a  given  level  of  saving  it  would  not 
increase  the  returns  for  the  Nation  as  a  whole.  Investing  a  portion 
of  the  trust  funds  in  equities  would  raise  the  price  and  lower  the 
return  on  equities,  and  lower  the  price  and  raise  the  return  on 
Treasury  securities.  Higher  Treasury  yields  would  raise  Federal  in¬ 
terest  costs  and,  all  else  equal,  the  non-Social  Security  portion  of 
the  deficit.  No  one  can  say  with  any  certainty  by  how  much  inter¬ 
est  rates  on  Treasuries  would  rise,  and  therefore  what  would  be 
the  likely  impact  on  the  deficit.  (It  should  be  noted  that  the  MB 
plan  incorporates  other  measures  that  do  increase  national  saving; 
as  a  result,  the  net  effect  of  that  plan  on  the  interest  rates  paid 
by  the  Treasury  is  ambiguous.)  The  analysis  is  complicated  because 
the  initial  effects  on  rates  of  return  could  be  moderated  as  corpora¬ 
tions  restructured  their  finances  to  take  advantage  of  cheaper  eq¬ 
uity  financing,  and  as  international  buyers  increased  their  pur¬ 
chases  of  now-higher-yielding  Treasury  securities.  The  size  of  these 


feedback  effects  is  an  important  issue  that  would  have  to  be  ex¬ 
plored  in  a  thorough  assessment  of  any  equity  investment  proposal. 

An  additional  set  of  issues  involves  the  practical  operation  of  the 
trust  funds.  For  example,  critics  claim  that  political  interference  in 
investment  decisions  could  hurt  returns.  Proponents  argue,  how¬ 
ever,  that  this  problem  could  be  addressed  by  having  the  trust 
funds  hold  a  broad  portfolio  whose  performance  mimics  an  index  of 
the  overall  maricet.  Tliey  suggest  that  an  expert  board  could  select, 
throu^  competitive  bidding,  one  or  more  private  sector  managers 
to  achieve  this  end.  An  obvious  concern,  however,  is  that  although 
such  an  arrangement  could  be  implemented  as  part  of  a  reform 
package,  changes  could  be  made  later  that  would  allow  much  politi¬ 
cal  influence  on  investment  policies.  Another  issue  is  how  the  gov¬ 
ernment  should  vote  the  shares  it  holds.  Proponents  of  the  MB 
plan  suggest  that  once  the  portfolio  shift  was  complete,  the  trust 
funds’  equity  holdings  would  still  be  less  than  5  percent  of  the  mar¬ 
ket,  but  sudi  projections  are  uncertain,  and  the  actual  share  could 
well  be  higher.  In  any  case,  advocates  of  equity  investments  con¬ 
tend  that  so  long  as  legislation  provided  that  government  shares 
were  either  not  voted,  or  voted  in  the  same  pattern  as  other  com¬ 
mon  shareholders,  government  ownership  could  be  structured  so  as 
to  not  affect  private  control.  Critics  respond  that,  because  this  pol¬ 
ity  could  be  changed  in  the  future,  government-owned  shares  could 
allow  the  government  to  influence  Hrms  regardless  of  the  protec¬ 
tions  in  existing  law.  It  is  clear  that  the  administrative  aspects  of 
investing  in  equities  would  require  solving  some  tough  problems. 

Investing  a  portion  of  the  Social  Security  trust  funds  in  equities 
would  be  a  dramatic  departure  from  current  procedure.  All  the  con¬ 
siderations  discussed  above  demonstrate  that  such  a  proposal 
would  require  careful  scrutiny. 

Structural  Issues 

Although  the  Advisoiy  Council  focused  most  of  its  attention  on 
the  financing  aspects  of  the  Social  Security  system,  it  recognized 
that  the  structure  of  the  pn^ram  also  raises  some  equity  and  effi¬ 
ciency  issues. 

Household  Composition.  Under  current  law.  Social  Security  bene¬ 
fits  for  spouses  are  equal  to  either  the  amount  that  they  could  re¬ 
ceive  on  their  own,  or  50  percent  of  the  benefits  of  the  primary 
earner,  whichever  is  greater.  When  the  primary  earner  dies,  the 
surviving  spouse  receives  100  percent  of  the  primary  earner’s  bene¬ 
fit.  Married  couples  with  a  single  earner  do  better  under  this  sys¬ 
tem  than  unmarried  single  earners  or  two-eamer  married  couples 
with  similar  earnings.  The  spouse’s  benefit  was  introduced  at  a 
time  when  most  wives  stayed  home  and  cared  for  children;  today, 
however,  married  couples  in  which  both  husband  and  wife  work 
make  up  the  majority  of  families.  Hie  Advisory  Council’s  lA  and 
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PSA  proposals  include  reductions  in  beneHts  for  nonworking 
spouses  and  increases  in  survivors’  benefits  when  one  member  of 
a  couple  dies. 

Effect  on  Labor  Supply.  As  already  noted,  some  Advisory  Council 
proposals  would  increase  the  retirement  age,  but  in  general,  issues 
of  labor  supply  were  not  a  focus.  Social  Security  is  thou^t  to  have 
little  effect  on  the  labor  supply  of  younger  workers  for  two  reasons. 
First,  although  econ<Hnists  profess  a  range  of  views,  most  believe 
that  labor  supply  generally  is  not  very  sensitive  to  changes  in 
after-tax  wages.  Thus,  to  the  extent  that  Social  Security  is  viewed 
as  a  tax,  the  substitution  effect,  by  which  the  lower  after-tax  wage 
discourages  work  in  favor  cX  leisure,  is  rou|^y  offset  by  the  income 
effect,  wherry  lower  after-tax  wages  require  individuals  to  work 
more  to  maintain  their  consumption.  Second,  to  the  extent  that  in¬ 
dividuals  view  their  Social  Security  taxes  as  a  form  cS  forced  sav¬ 
ing,  those  taxes  exert  even  less  of  the  modest  disincentive  effects 
usually  associated  with  a  tax. 

It  is  possible  that  Social  Security,  in  combination  with  private 
pensions  and  nonpension  wealth,  encourages  retirement  at  age  62, 
the  age  cX  first  eligibility.  Economists  remain  divided,  however, 
concerning  the  size  this  effect.  Most  previous  research  has  foimd 
little  evidence  to  suggest  that  even  substantial  changes  in  the 
structure  of  Social  Security  would  have  much  effect  on  the  average 
retirement  age  as  long  as  benefits  continued  to  be  available  at  age 
62.  Critics  this  research  argue,  however,  that  it  is  difficult  to 
capture  the  impact  of  large  benefit  changes  with  existing  models. 
They  also  cite  the  increased  generosity  ci  Social  Seciirity  benefits 
and  the  expansion  of  private  pension  benefits  as  a  mqjor  reason  for 
the  shift  toward  age-62  retirement. 

One  Social  Security  provision  that  formeriy  provided  an  incentive 
to  withdraw  from  the  labor  force  was  the  sharp  decline  in  the  life¬ 
time  value  of  benefits  for  those  who  retire  after  age  65  as  compared 
with  the  lifetime  value  for  those  retiring  at  age  65  or  earlier.  Al- 
thou^  benefits  have  long  been  fully  actuarially  reduced  for  retire¬ 
ment  before  age  65,  until  1983  no  parallel  provision  was  made  for 
retirement  after  65.  The  1983  amendments  will  eventually  raise 
the  delayed  retirement  credit  to  a  full  actuarial  a4justment  of  8 
percent  a  year  for  each  year  benefits  are  postponed  after  age  65; 
that  credit  will  be  phased  in  completely  by  2008.  Although  the  in¬ 
crease  in  the  credit  wiU  increase  the  system’s  costs  somewhat,  it 
will  remove  a  disincentive  for  postponing  retirement  beyond  65. 

Other  Considerations 

The  economic  analysis  presented  earlier  makes  it  clear  that  the 
impact  of  the  Advisory  Council’s  three  proposals  on  national  saving 
depends  primarily  on  how  benefits  and  contributions  are  changed. 
That  is,  the  impact  depends  on  how  far  the  proposal  would  move 
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Social  Security  from  a  pay-as-you-go  toward  a  funded  system. 
Whether  the  accumulated  reserves  are  held  by  Social  Security  trust 
funds  or  by  individuals  should,  according  to  economic  theory,  have 
little  impact  on  overall  national  saving.  Therefore,  the  economics 
alone  cannot  explain  why  proponents  of  the  various  positions  argue 
their  cases  so  vehemently.  Althou^  the  Economic  Report  of  the 
President  generally  focuses  on  the  economic  aspects  of  issues,  in 
this  case  some  additional  considerations  raised  in  the  Advisory 
Council’s  report  need  to  be  noted  in  order  to  understand  the  de¬ 
bate. 

Proponents  of  individual  accoimts  argue  that  economics  is  only 
half  the  story.  They  contend  that  "Die  lA  plan  provides.. .new  sav¬ 
ing  and  the  MB  plan  does  not.”  Since  the  MB  plan  does  boost  fund¬ 
ing,  this  argument  must  be  based  on  the  assumption  that  either 
the  public  is  unwilling  to  see  large  surpluses  build  up  in  the  public 
sector  or,  if  such  surpluses  emerge,  they  would  be  used  to  cover 
deficits  in  the  rest  of  the  budget.  This  has  occurred  since  1983,  and 
lA  supporters  may  view  it  as  likely  to  continue  in  the  future. 
Therefore,  they  conclude,  the  only  way  to  increase  national  saving 
is  to  fund  retirement  saving  throu^  individual  accounts. 

Supporters  of  the  PSA  proposal  also  contend  that  investing  the 
Socisd  Security  trust  funds  in  equities  would  be  harmful  to  the 
economy:  "We  believe  that  with  the  accumulation  of  such  vast  eq¬ 
uity  holding8...the  pressures  to  use  the  funds  for  socially  or  politi¬ 
cally  ‘desirable  goals’  would  be  tremendous,  putting  at  risk  not  only 
workers’  taxes  and  retirees’  benefits,  but  also  the  allocation  of  cap¬ 
ital  in  the  economy.” 

Proponents  of  the  MB  proposal  put  much  less  weight  on  these  ar¬ 
guments  and  instead  focus  on  what  they  see  as  the  dangers  of  mov¬ 
ing  toward  individual  accounts.  First,  in  addition  to  the  economic 
arguments  advanced  above,  they  foresee  a  good  chance  that  funds 
in  the  lA  and  PSA  accounts  will  not  be  held  imtil  retirement:  "If 
the  money  is  seen  as  belonging  to  the  individual  as  it  builds  up 
during  the  worker’s  career,  he  or  she  will  feel  aggrieved  if  access 
to  the  funds  is  denied.”  They  believe  that  "[E]xceptions  will  un¬ 
doubtedly  be  sanctioned,  and  in  many  cases  the  individual’s  PSA 
funds  will  have  been  reduced  or  exhausted  before  retirement,  with 
the  individual  left  to  rely  on  the  low-level  flat  benefit.”  Second, 
they  contend  that  even  the  more  modest  lA  proposal  contains  the 
"seeds  of  dissolution”:  "...[A]s  the  plan  developed  over  time,  with 
beneficiaries  doing  less  and  less  well  under  the  reduced  Social  Se¬ 
curity  plan  compared  to  individual  accounts  (at  least  those  of  the 
more  successful  investors),  there  would  be  every  reason  for  many 
average  and  above-average  earners,  particularly,  to  press  for  fur¬ 
ther  reductions  in  contributions  to  Social  Security  in  order  to  make 
more  available  for  their  individual  accounts.  Thus,  the  lA  plan  is 
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inherently  unstable,  and  could  lead  to  the  unraveling  of  the  redis¬ 
tributional  provisions  that  are  so  int^ral  to  Social  Security  and  so 
crucial  to  its  effectiveness.” 

Whatever  weight  one  assigns  to  these  political  economy  consider¬ 
ations,  they  help  explain  the  strength  of  feeling  about  the  future 
direction  of  Sodal  Security. 

CONCLUSION 

Social  Security  retirement  and  disability  benefits  now  equal  4.7 
percent  of  GDP.  According  to  the  intermediate  assumptions  in  the 
1996  Trustees*  report,  outlays  will  amount  to  6.6  percent  of  GDP 
in  2070.  Althouc^  this  is  a  substantial  increase,  it  can  be  explained 
entirely  by  the  growth  in  the  elderly  as  a  share  of  the  total  popu¬ 
lation.  With  no  changes  to  current  law,  the  Social  Security  system 
will  be  able  to  meet  all  of  its  obligations  well  into  the  next  century, 
and  a  large  pcnrtion  of  those  obligations  indefinitely.  Nonetheless, 
the  Social  Security  program  is  running  a  deficit  over  a  75-year  pro¬ 
jection  period  and  faces  a  permanent  imbalance  thereafter.  These 
long-term  challenges  to  Social  Security  need  to  be  addressed  in  a 
bipartisan  manner,  as  was  done  in  1983.  A  variety  of  approaches 
should  be  considered,  but  any  possible  changes  must  also  ensure 
that  the  benefits  of  reduced  poverty  and  increased  economic  secu¬ 
rity  for  the  aged  and  disabled  are  not  put  at  risk. 

MEDICARE 

Medicare  is  the  largest  public  health  program  in  the  United 
States.  It  covers  virtually  all  Americans  age  65  and  older  and  most 
recipients  of  Social  Security  disability  benefits.  Since  its  enactment 
in  1965  it  has  contributed  substantially  to  the  health  and  well¬ 
being  of  older  and  disabled  Americans.  Medicare  operates  with  rel¬ 
atively  low  administrative  costs  and  enjoys  widespread  public  sup¬ 
port.  Today,  however.  Medicare  faces  serious  financing  problems 
and  continues  to  have  important  gaps  in  coverage.  This  Adminis¬ 
tration  has  taken  significant  first  steps  to  address  Medicare’s 
short-term  financing  and  has  proposed  additional  reforms  to 
strengthen  Medicare’s  trust  fund  to  2007.  This  will  provide  more 
than  enough  time  to  establish  a  bipartisan  process  to  develop  addi¬ 
tional  reforms  to  guarantee  the  strength  of  the  program  for  future 
generations. 

Medicare  presents  a  much  greater  challenge  than  Social  Secu¬ 
rity,  both  in  the  magnitude  of  the  projected  deficits  and  in  the  com¬ 
plexity  of  the  issues.  Unlike  with  Social  Security,  reform  involves 
not  simply  selecting  among  a  list  of  plausible  options,  but  rather 
figuring  out  how  to  control  long-run  costs  and  ensure  the  efficient 


delivery  of  quality  care  in  one  component  of  a  very  complicated 
health  care  system. 

Medicare  is  composed  of  two  parts.  Part  A  (hospital  insurance) 
covers  inpatient  hospital  services,  care  at  skilled  nursing  facilities, 
home  health  care,  and  hospice  care.  Part  B  covers  primarily  physi¬ 
cian  and  outpatient  hospital  services.  Part  A  is  financed  by  a  2.9 
percent  payroll  tax,  shared  equally  by  employers  and  employees. 
Like  their  Social  Security  counterparts,  the  Medicare  Trustees 
project  the  status  of  the  hospital  insurance  trust  fund  over  a  75- 
year  period.  These  projections  are  highly  imcertain  given  the  time 
horizon  and  the  difficulty  in  estimating  future  medical  costs.  Nev¬ 
ertheless,  they  constitute  the  best  available  estimate  of  the  status 
of  the  Part  A  portion  of  Medicare.  The  projected  75-year  deficit  in 
Part  A  is  more  than  twice  the  Social  Security  deficit  in  absolute 
terms,  and  many  times  larger  relative  to  the  size  of  the  program. 
As  a  fraction  of  GDP,  Part  A  expenditures  are  projected  to  triple 
over  the  next  75  years,  from  1.7  percent  in  1996  to  about  5  percent 
in  2070. 

Medicare  Part  A  is  also  facing  a  pressing  short-term  problem.  If 
no  action  is  taken,  the  Part  A  trust  fund  is  projected  to  be  ex¬ 
hausted  by  2001,  and  the  gap  between  revenues  and  benefit  pay¬ 
ments  widens  very  rapidly  thereafter.  Medicare  reforms  proposed 
by  this  Administration  would  extend  the  life  of  the  Part  A  trust 
fund  well  into  the  next  decade.  Enacting  these  reforms  is  an  abso¬ 
lutely  necessary  first  step,  but  none  of  the  current  proposals  com¬ 
pletely  solves  the  long-run  problem. 

Medicare  Part  B  is  financed  primarily  from  general  revenues  and 
enroUee  premiums.  In  1996,  premiums  contributed  about  25  per¬ 
cent  of  Part  B  income,  with  most  of  the  remainder  from  general 
revenues.  Although  spending  from  this  fund  has  grown  rapidly,  in- 
solven<7  is  not  an  issue,  since  general  revenues  are  required  to 
cover  any  shortfalls.  However,  the  growth  in  Part  B  spending  in¬ 
creases  Federal  expenditures  and  contributes  directly  to  the  unified 
deficit. 

Reforming  Medicare  will  require  slowing  the  growth  in  health 
care  prices  and  utilization.  Since  either  Medicare  or  private  insur¬ 
ance  pays  for  most  health  care  expenditures  for  the  elderly,  indi¬ 
viduals  have  little  incentive  to  seek  out  the  most  cost-effective  de¬ 
livery  of  medical  care.  Moreover,  fee-for-service  payment  still  domi¬ 
nates  the  Medicare  market.  Approximately  90  percent  of  Medicare 
beneficiaries  have  fee-for-service  care,  compared  with  fewer  than  30 
percent  of  the  nonelderly.  Hence,  some  Medicare  providers  may 
have  an  incentive  to  supply  costly  services  that  offer  uncertain 
medical  benefits.  This  potential  misalignment  of  incentives  is  rein¬ 
forced  by  the  fact  that  the  relative  effectiveness  of  alternative 


118 


treatments  is  often  poorly  understood,  and  consumers  generally 
rely  on  providers’  recommendations. 

For  the  nonelderly,  any  tenden<7  toward  overuse  of  medical  serv¬ 
ices  is  increasingly  kept  in  check  by  employers  and  their  insurers. 
The  dramatic  movement  toward  managed  care  (discussed  below) 
reflects  determined  efforts  to  ensure  that  health  care  is  delivered 
in  a  cost-affective  manner.  Some  working  individuals  may  also 
have  incentives  to  keep  costs  down  because  they  face  substantial 
out-of-pocket  payments.  These  incentives  may  be  muted  for  retir¬ 
ees,  who  frequently  have  virtually  complete  insurance  coverage  on 
a  fee-for-service  basis  for  an  array  of  services. 

In  short,  incentive  issues  are  likely  to  be  more  important  for 
Medicare  than  for  Social  Security.  Any  changes  in  incentives,  how¬ 
ever,  must  recognize  the  system’s  important  advantages,  such  as 
the  wide  array  of  choices  available  to  beneficiaries  and  their  ability 
to  continue  longstanding  relationships  with  physicians  and  other 
providers. 

Moreover,  altering  incentives  is  not  a  call  to  reduce  benefits.  Dis¬ 
cussions  of  Medicare  are  often  framed  as  if  the  program  were  ex¬ 
cessively  generous  and  the  problem  one  of  cutting  back.  In  fact. 
Medicare’s  coverage  is  less  comprehensive  in  some  ways  than  much 
private  sector  insurance.  For  example.  Medicare  does  not  cover  pre¬ 
scription  drugs  and  provides  only  very  limited  mental  health  bene¬ 
fits.  Nor  does  Medicare  place  an  upper  bound  on  cost-sharing  re¬ 
sponsibilities  for  hospital  stays,  skilled  nursing  care,  or  physician 
services.  As  a  result,  participants  who  have  long  and  complicated 
illnesses  and  lack  insurance  (called  medigap  insurance)  to  cover 
what  Medicare  does  not  may  incur  tens  of  thousands  of  dollars  of 
out-of-pocket  expenses.  Thus,  the  challenge  is  not  only  to  control 
the  costs  of  the  benefits  currently  provided  by  Medicare,  but  also 
to  create  some  room  for  improvement  in  the  benefit  package. 

SOURCES  OF  THE  FINANCING  PROBLEMS 

The  easiest  way  to  understand  the  nature  of  Medicare’s  financing 
problems  is  to  contrast  Social  Security  with  Medicare.  Both  pro¬ 
grams  provide  a  defined  benefit — the  one  cash,  the  other  insurance 
for  a  package  of  medical  services — ^to  roughly  the  same  population: 
the  aged  and  disabled.  In  recent  years  the  Congress  has  not 
changed  significantly  either  the  population  covered  or  the  benefits 
provided  under  either  program.  (The  1988  Medicare  Catastrophic 
Coverage  Act  added  a  drug  benefit,  limits  on  out-of-pocket  expendi¬ 
tures,  and  an  income-related  premium  to  the  program,  but  those 
provisions  were  repealed  shortly  after  enactment.)  Yet  whereas  So¬ 
cial  Security  is  expected  to  remain  solvent  for  more  than  30  years 
and  faces  a  relatively  modest  75-year  deficit.  Medicare’s  hospital 


insurance  trust  fund,  as  already  noted,  is  projected  to  be  exhausted 
in  2001  and  to  deteriorate  rapidly  therea^r,  if  no  action  is  taken. 

This  very  different  outlook  can  be  explained  by  two  factors.  First, 
whereas  the  cost  of  Social  Security  is  precisely  deHned  by  the  bene¬ 
fit  provided,  the  cost  of  Medicare's  bundle  of  health  services  de¬ 
pends  on  health  care  prices  in  the  economy  at  large  and  the  volume 
and  intensity  services  used  by  Medicare  beneficiaries.  Thus,  even 
though  the  types  of  services  reimbursed  by  Medicare  have  re¬ 
mained  substantially  unchanged,  outlays  have  soared,  as  overall 
health  care  costs  per  capita  (not  just  those  paid  for  by  the  govern¬ 
ment)  have  risen  at  twice  the  rate  of  inflation.  Second,  as  a  resiilt 
of  these  accelerating  costs.  Medicare  financing  has  been  aimed  at 
staving  off  short-term  insolvencies;  Social  Security,  in  contrast,  was 
put  in  projected  long-run  actuarial  balance  in  1983.  As  a  residt.  So¬ 
cial  Security  tax  rates  were  set  taking  into  account  the  upcoming 
retirement  of  the  baby-boomers,  while  Medicare’s  Part  A  tax  rates 
were  set  only  to  cover  short-range  outlays,  and  no  prefinancing  is 
provided  for  Medicare  Part  B.  The  result  is  that  the  demographic 
shifts  looming  after  the  turn  of  the  century,  when  the  baby-boom 
generation  retires,  have  a  much  more  profound  impact  on  the  long- 
run  outlook  for  Medicare  than  for  Social  Security. 

For  most  of  Medicare’s  history,  the  increase  in  outlays  per  capita 
reflected  the  general  rise  in  health  care  prices  and  a  general  in¬ 
crease  in  the  volume  and  intensity  of  health  services,  rather  than 
a  particular  problem  with  Medicare.  As  Chart  3-5  shows,  Medicare 
and  private  health  insurance  costs  per  enrollee  have  tracked  each 
other  closely  since  the  eariy  1970s,  despite  considerable  year-to- 
year  fluctuations.  On  a  per-benefidaiy  basis.  Medicare’s  average 
annual  growth  rate  was  actually  lower  than  that  of  the  private 
health  insurance  market  between  1969  and  1994  (10.9  percent  ver¬ 
sus  12.2  percent). 

For  the  last  few  years,  however,  health  spending  per  capita  in 
the  private  sector  has  slowed.  One  reason  is  rapidly  increasing  en¬ 
rollments  in  managed  care  plans,  but  the  slowdown  is  not  limited 
to  these  plans.  The  growth  expenditures  in  private  fee-for-service 
plans  has  also  declined,  as  these  providers  have  responded  to  the 
greater  competition  from  the  managed  care  segment  of  the  market. 
Medicare  spending  has  not  slowed  commensurately,  in  part  be¬ 
cause  the  current  system  for  setting  managed  care  payments  prob¬ 
ably  raises  rather  than  lowers  program  costs.  Program  costs  have 
also  been  pulled  up  by  rapid  growth  in  services  such  as  home 
health  care  that  private  insurance  often  does  not  cover. 

Two  other  factors  complicate  Medicare  reform.  First,  more  play¬ 
ers  are  involved  than  with  Social  Security.  Social  Security  has  two 
main  stakeholders:  taxpayers  and  current  beneficiaries.  Besides 
these  two  groups.  Medicare  must  deal  with  health  care  providers — 
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doctors  and  hospitals — and,  to  some  extent,  the  private  insurance 
industry.  More  players  mean  more  decisionmakers  and  more  sets 
of  incentives  and  disincentives  to  consider. 

Second,  adverse  selection  plays  a  far  more  important  role  in  the 
Medicare  program  than  it  does  in  Social  Security  (Box  3-1).  For 
any  structure  of  premiums,  insurers  have  a  strong  incentive  to 
cherry-pick  the  healthiest  individuals.  Healthy  benendaries  also 
have  an  incentive  to  opt  for  low-cost  programs,  since  they  pay  a  low 
price  and  still  get  all  the  health  care  they  need.  Although  govern¬ 
ment  can  reduce  adverse  selection  throu^  risk-adjustment  mecha¬ 
nisms,  vdiich  p^  the  payment  made  by  the  government  to  the 
health  status  oi  the  individual,  risk  adjustment  is  currently,  and 
is  likely  to  remain,  very  imperfect.  Any  proposed  reform,  therefore, 
must  limit  the  extent  to  which  insurers  can  cheny-pick  and  to 
whidi  individuals  can  select  health  plans  based  on  their  health  sta¬ 
tus. 

SHORT-TERM  OPTIONS 

As  explained  above,  until  recently  Medicare’s  short-run  problems 
were  caused  mostly  by  the  same  factors  that  were  increasing 
health  expenditures  in  the  private  sector.  The  long-run  problem, 
discussed  in  the  next  section,  is  driven  both  by  the  projected  con¬ 
tinuing  rise  in  expenditures  per  capita  and  by  demographic  factors 


Box  3-1. — The  Problem  of  Adverse  Selection 

Adverse  selection  is  a  potentially  serious  problem  for  many  types 
of  insurance  markets.  It  commonly  occurs  when  the  purchasers  of 
insurance  have  more  information  about  their  risks  than  do  insur¬ 
ance  companies.  Those  who  expect  to  incur  losses  are  more  likely 
to  buy  insurance  than  those  who  do  not.  This  raises  average  expenses 
per  beneficiary  and  forces  insurance  companies  to  raise  premiunis. 
Higher  premiums  discourage  persons  with  lower  risks  from  buying 
insurance.  A  cycle  of  increasing  insurance  premiums  and  decreas¬ 
ing  participation  could  ultimately  make  the  insurance  unavailable. 
This  is  one  justification  for  public  provision  of  some  types  of  insur¬ 
ance. 

Adverse  selection  problems  are  likely  to  be  particularly  severe 
for  health  insurance,  and  there  they  may  take  several  forms.  When 
employers  offer  a  number  of  different  insurance  plans,  healthier 
workers  are  likely  to  choose  less  generous  plans  than  workers  who 
expect  to  require  more  health  care.  Similarly,  if  public  health  insur¬ 
ance  programs  such  as  Medicare  offer  more  than  one  type  of  cover¬ 
age,  with  rebates  going  to  those  choosing  lower  cost  plans,  sicker 
individuals  (or  households)  will  probably  choose  policies  with  more 
comprehensive  coverage,  whereas  those  with  lower  anticipated  risks 
are  likely  to  select  less  generous  plans.  As  a  result,  those  with  higher 
risks  will  incur  higher  costs  or  may  lose  coverage  altogether.  Con¬ 
versely,  if  the  total  premium  expense  is  the  same  for  all  types  of 
insurance,  plans  will  have  strong  incentives  to  seek  out  those  indi¬ 
viduals  expected  to  have  relatively  low  health  expenditures.  Plans 
that  are  less  able  to  select  beneficiaries  with  low  expected  costs  are 
then  likely  to  be  left  with  those  with  high  average  expenses.  Ad¬ 
verse  selection  may  also  occur  over  time.  For  instance,  individuals 
may  select  a  relatively  low  cost  insurance  plan  with  limited  cover¬ 
age  when  they  are  healthy,  but  then  to  switch  into  a  more  compre¬ 
hensive  plan  when  they  get  sick. 

Adverse  selection  can  be  eliminated  if  all  individuals  are  placed 
into  a  common  in.surance  pool.  However,  doing  so  reduces  or  elimi¬ 
nates  choice  and,  under  some  circumstances,  may  reduce  incentives 
for  plans  to  operate  efficiently.  Alternatively,  the  problem  could  be 
avoided  by  risk-adjustment  mechanisms  that  take  into  account  all 
differences  in  risk  that  are  known  by  the  individual.  However,  mecha¬ 
nisms  with  the  required  degree  of  precision  do  not  currently  exist 
and  are  likely  to  be  extremely  difficult  to  develop. 
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that  will  increase  the  number  beneficiaries.  When  the  demo¬ 
graphics  kick  in,  a  broad  array  of  options,  including  changes  in  eli¬ 
gibility  and  benefit  design,  are  likely  to  be  considered  in  a  biparti¬ 
san  context  to  resolve  the  program’s  financing  problems.  Short-run 
changes  are  required  immediately,  however,  to  extend  the  solvency 
of  the  hospital  insurance  trust  fimd.  These  changes,  which  are  like¬ 
ly  to  focus  mainly  on  reimbursement  rates  and  policies,  will  also 
help  balance  the  Federal  budget.  Hie  Administration  proposed  a 
set  of  reforms  along  these  lines  last  year  and  has  submitted  similar 
reform  proposals  in  its  current  budget. 

Controlling  Provider  Payments 

Medicare’s  mqjor  tool  for  controlling  short-run  costs  is  adjusting 
payments  to  providers.  Indeed,  this  represents  the  primary  source 
of  Medicare  savings  in  the  1980s  and  1990s.  The  two  important 
payment  innovations  during  this  period  were  the  prospective  pay¬ 
ment  system  for  inpatient  hospital  care  and  the  relative  value  scale 
for  physician  services.  The  prospecUve  payment  system  substan¬ 
tially  altered  the  incentives  erf*  hospitals  by  providing  a  fixed  pay¬ 
ment  for  an  entire  episode  of  care.  Since  hospitals  no  longer  re¬ 
ceived  additicmal  revenue  for  additional  services,  they  had  a  strong 
incentive  to  limit  lengths  of  stay  and  unnecessary  procedures.  The 
reform  in  physician  payments  based  on  relative  value  scales  tied 
physician  payments  to  a  schedule,  which  placed  additional  limits 
on  the  amount  they  could  charge. 

These  innovations  have  helped  control  inpatient  costs  and  physi¬ 
cian  prices,  but  they  have  not  succeeded  in  curbing  total  Me^care 
spending,  because  Uiey  have  little  effect  on  the  volume  and  inten¬ 
sity  of  certain  services  and  becai^ise  the  types  cS  services  provided 
change  rapidly.  Also,  spending  on  the  portions  of  the  Medicare  pro¬ 
gram  not  yet  subject  to  reform— outpatient  services,  skilled  nursing 
facilities,  and  home  health  care — has  risen  at  a  rapid  pace.  Several 
factors  may  explain  this  outcome.  First,  many  of  these  services, 
particularly  home  health  care,  differ  from  traditional  medical  serv¬ 
ices  in  ways  that  may  make  demand  for  them  more  sensitive  to 
price  and  raise  uncertainty  regarding  the  medically  appropriate 
level  of  care.  Moreover,  the  supply  of  home  health  care  providers 
is  virtually  limitless  given  that  they  do  not  require  extensive  train¬ 
ing  as  do  doctors  and  other  medical  personnel.  Second,  improve¬ 
ments  in  technology  have  made  it  easier  to  substitute  outpatient 
care  for  hospitalization.  Finally,  spending  controls  on  physician  and 
inpatient  hospital  services  create  incentives  for  providers  to  sub¬ 
stitute  other  types  of  services  in  order  to  maintain  their  incomes. 

As  noted  above,  most  previous  efforts  to  hold  down  price  in¬ 
creases  have  been  aimed  at  inpatient  hospital  care  and  physician 
services.  Partly  as  a  result,  these  are  now  the  two  slowest-growing 
components  of  Medicare.  Some  additional  savings  are  achievable  in 


these  areas,  but  squeezing  down  on  prices  has  its  limits.  If  prices 
become  too  low,  physicians  and  hospitals  might  eventually  become 
less  willing  to  accept  Medicare  patients.  Moreover,  as  already 
noted,  it  is  hard  to  curb  expenditures  by  focusing  on  prices  alone. 
For  example,  the  introduction  of  the  Medicare  fee  schedule  in  1992 
placed  additional  limits  on  the  reimbursements  physicians  could  re¬ 
ceive  for  services  to  Medicare  beneficiaries.  Yet  imtil  the  last  year 
or  so  Part  B  spending  continued  to  increase  markedly,  in  part  be¬ 
cause  of  higher  volumes  and  new  technologies. 

The  limit  to  how  much  Medicare  can  save  by  controlling  pay¬ 
ments  to  hospitals  and  physicians  is  likely  to  be  determined  by 
what  happens  in  the  private  sector.  Historically,  Medicare  pay¬ 
ment-to-cost  ratios  have  been  well  below  those  of  private  payers. 
However,  as  employers  have  turned  to  managed  care  in  order  to 
constrain  costs,  this  gap  has  narrowed  considerably:  between  1991 
and  1994,  the  private  insurer-Medicare  differential  for  hospitals  fell 
from  48  percent  to  28  percent.  The  reduction  in  the  gap  between 
public  and  private  sector  payments  makes  providing  care  to  Medi¬ 
care  beneficiaries  relatively  more  attractive  than  in  the  past.  On 
the  other  hand,  even  if  Medicare  were  able  to  hold  down  fees,  total 
expenditures  could  rise  if  the  volume  of  services  provided  in¬ 
creased.  Moreover,  if  Medicare  remains  the  primary  insurer  of  fee- 
for-service  care,  cost  containment  efforts  in  the  private  sector  may 
tempt  providers  to  supply  extra  services  to  Medicare  enrollees  in 
order  to  maintain  their  incomes. 

Expanding  Prospective  Payment — Getting  Providers  to 
Control  Costs 

Medicare  has  paid  for  inpatient  hospital  care  on  a  prospective 
basis  since  1983.  Acute  care  hospitals  receive  a  Hxed  fee  for  most 
inpatient  episodes,  regardless  of  how  long  the  patient  stays  or  how 
many  services  are  performed.  The  fixed  pajrment  encourages  hos¬ 
pitals  to  control  the  costs  of  treatment  and  has  been  credited  with 
reducing  Medicare  inpatient  costs.  Despite  concerns  that  prospec¬ 
tive  payment  might  lead  to  too  little  treatment,  evidence  suggests 
that  hospitals  have  not  compromised  quality  in  their  efforts  to  re¬ 
duce  costs.  However,  the  prospective  payment  system  may  encour¬ 
age  hospitals  to  transfer  patients  quickly  out  of  the  acute  care  hos¬ 
pital  and  into  a  skilled  nursing  facility  or  long-term  care  hospital, 
which  continue  to  be  paid  on  a  fee-for-service  basis.  This  incentive 
could  be  contributing  to  the  high  growth  rates  of  Medicare  spend¬ 
ing  in  these  areas. 

Some  have  suggested  bimdling  more  services  together  as  a  meth¬ 
od  of  combating  these  perverse  incentives  and  controlling  costs.  In 
general,  the  broader  the  set  of  services  in  the  bundle,  the  stronger 
the  incentive  to  reduce  costs  and  the  greater  the  scope  for  trading 
off  treatment  alternatives  in  a  cost-effective  manner.  Some  ana- 
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lysts  advocate,  for  example,  incorporating  services  for  care  follow¬ 
ing  hospitalization  into  the  fixed  amount  provided  under  the  pro¬ 
spective  payment  system.  Hospitals  would  be  paid  a  fee  for  both 
the  hospital  stay  and  for  all  related  medical  services  for  a  limited 
period  of  time  thereafter.  This  might  lower  costs  by  preventing  pre¬ 
mature  discharges  that  move  patients  from  prospective  payment 
hospitals  into  fee-for-service  facilities.  Bundling  acute  and 
postacute  care,  however,  raises  a  number  of  challenges.  For  in¬ 
stance,  it  may  be  more  difficult  to  set  the  reimbursement  rate  ap¬ 
propriately  when  a  more  diverse  set  of  services  is  covered.  Also,  the 
need  for  postacute  care  may  depend  on  factors  beyond  the  hos¬ 
pital’s  control,  such  as  the  quality  of  care  available  at  home,  and 
this  may  place  some  hospitals  at  financial  risk,  unless  appropriate 
adjustments  can  be  made  in  the  payment  rate. 

An  alternative  to  bundling  is  to  extend  some  type  of  prospective 
payment  to  those  areas  of  Medicare  where  costs  are  increasing 
most  rapidly.  As  already  discussed,  prospective  payment  reduces  or 
removes  the  financial  incentive  for  providers  to  supply  additional 
services,  and  so  may  reduce  costs.  The  Administration  has  pro¬ 
posed  significantly  expanding  the  use  of  prospective  payment  for 
Medicare  services.  New  long-term  care  hospitals  (defined  as  those 
with  average  stays  of  more  than  25  days),  which  are  currently  paid 
on  a  fee-for-service  basis,  would  become  subject  to  the  hospital  pro¬ 
spective  payment  system.  Skilled  nursing  facilities  would  also  be 
moved  quickly  to  prospective  payment.  Similarly,  a  prospective 
payment  system  would  be  established  for  home  health  services,  one 
of  the  fastest  growing  areas  of  Medicare  expenditure.  Finally,  a 
prospective  payment  system  for  hospital  outpatient  services  is  pro¬ 
posed,  with  implementation  aroimd  the  turn  of  the  centuiy.  One 
challenge  associated  with  reimbursing  these  services  prospectively 
is  that  the  episode  of  care,  on  which  the  fixed  payment  is  based, 
may  be  harder  to  define  than  for  hospital  visits. 

Improving  Medicare  Managed  Care 

The  dominant  form  of  Medicare  managed  care  is  the  health 
maintenance  organization  (HMO),  which  receives  a  fixed  payment 
for  each  covered  beneficiary.  The  government’s  payment  to  a  Medi¬ 
care  HMO  is  95  percent  of  fee-for-service  Medicare  spending  per 
capita  in  the  same  county,  a^usted  for  a  limited  number  of  risk 
factors.  Only  about  10  percent  of  Medicare  beneHciaries  are  en¬ 
rolled  in  managed  care  plans,  compared  with  74  percent  of  workers 
in  large  companies,  and  the  evidence  suggests  that  those  Medicare 
beneficiaries  who  do  switch  to  managed  care  probably  cost,  rather 
than  save,  the  program  money.  Part  of  the  reason  is  flaws  in  the 
reimbursement  formula,  which  exacerbate  the  problem  of  adverse 
selection,  and  part  relates  to  the  inherent  difficulty  of  preventing 
adverse  selection. 
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HMOs  tend  to  enroll  relatively  healthy  people  at  low  risk  of  re¬ 
quiring  expensive  care  (Chart  3-6).  The  payment  made  to  HMOs 
for  Medicare  patients  should  reflect  the  lower  costs  associated  with 
serving  this  relatively  healthy  population.  To  the  extent  it  does  not. 
Medicare  payments  may  be  higher  than  if  the  patients  were  in  fee- 
for-service  plans.  Previous  health  history  is  a  good  indicator  of  fli- 
ture  health  expenditures,  and  one  study  indicates  that  the  medical 
expenses  of  seniors  shifting  into  HMOs  were  25  to  30  percent  lower 
than  those  of  the  average  Medicare  enrollee  in  the  year  or  so  im¬ 
mediately  prior  to  their  enrollment  in  the  plan.  Another  analysis 
estimates  that  the  introduction  of  managed  care  has  increased 
Medicare  costs  by  7  percent  per  HMO  beneficiary. 

Chartse  Saif D— cribad Mwltti Statu* of Madicare Enroll— 
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The  selection  problem  is  exacerbated  by  two  additional  factors. 
First,  if  healthier  individuals  migrate  into  managed  care,  average 
costs  in  the  fee-for-service  sector  will  rise.  Since  the  reimbursement 
rate  for  managed  care  is  based  upon  fee-for-service  costs,  this  will 
drive  up  the  HMO  per  capita  payment.  Second,  HMOs  have  an  in¬ 
centive  to  offer  coverage  in  cotinties  with  high  reimbursement  rates 
and  to  avoid  counties  in  which  the  per  capita  payment  is  low.  The 
current  reimbursement  formula  results  in  payments  that  are  al¬ 
most  four  times  larger  in  some  counties  than  in  others.  By  con- 
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trast,  local  input  prices  (labor  and  supply  costs)  vary  by  only  a  fac¬ 
tor  of  two. 

HMOs’  incentives  to  cut  costs  may  be  limited  somewhat  because 
they  are  not  allowed  to  earn  higher  profit  margins  on  plans  cover¬ 
ing  Medicare  beneficiaries  than  on  those  for  their  private  sector  en- 
rcdlees.  In  cases  where  the  allowed  per  capita  payment  would  gen¬ 
erate  a  higher  rate  of  profit,  the  HMO  has  the  option  of  providing 
coverage  not  normally  included  in  Medicare,  sudi  as  for  prescrip¬ 
tion  drugs,  or  waiving  some  or  all  the  premium  that  it  c^d  oth¬ 
erwise  charge.  Thus,  profit  margins  will  not  directly  increase  if 
HMOs  develop  or  implement  more  cost-effective  methods  of  provid¬ 
ing  care  for  Medicare  beneficiaries.  However,  total  profits  may  in¬ 
crease  because  of  larger  numbers  of  plan  participants  or  economies 
of  scale  that  raise  profits  on  private  sector  enroUees. 

To  address  selection  bias,  the  Administratimi  has  proposed  re¬ 
ducing  the  size  of  local  variations  in  per  capita  payments,  testing 
new  risk-a4|ustment  methodologies  aimed  at  linking  reimburse¬ 
ments  more  closely  to  predicted  expenses,  and  making  the  reim¬ 
bursement  formula  less  generous.  The  use  of  more-uniform  pay¬ 
ment  rates  should  lessen  the  tendency  of  HMOs  to  locate  mainly 
in  hi^-cost  areas.  But  the  likelihood  cf  identifying  risk-adjustment 
mechanisms  accurate  enough  to  eliminate  the  remaining  selection 
bias  is  poor.  The  best  currently  available  risk-adju^ment  mecha¬ 
nisms  are  likely  to  account  for  only  a  fraction  of  the  varhiti<m  in 
annual  health  care  spending  that  individuals  or  insurers  can  an¬ 
ticipate.  A  less  generous  reimbursement  formula  fiutber  recognizes 
and  attempts  to  take  account  of  the  remaining  tendency  of  HMOs 
to  enroll  r^tively  health  people. 

To  provide  better  incentives  for  cost  reduction,  the  Administra¬ 
tion  has  proposed  some  experimentation  with  competitive  price  set¬ 
ting  and  with  the  creation  of  partial  payments,  wherry  plans 
would  be  paid  on  a  fee-for-service  basis  but  would  also  share  in  any 
cost  savings  achieved  beyond  some  minimum  threshold.  The  Ad¬ 
ministration  has  also  proposed  to  broaden  the  range  of  managed 
care  plans  available  to  Medicare  beneficiaries  by  adding  options  for 
coverage  by  preferred  provider  organizations,  provider  service  net¬ 
works,  and  for  expanded  availability  of  point-<^-service  plans,  all  of 
which  are  increasingly  popular  in  the  private  sector.  Hie  goal  in  of¬ 
fering  these  new  plans  is  both  to  expand  the  choices  available  to 
beneficiaries  and  to  encourage  plans  to  compete  on  the  basis  of 
quality  of  care  rather  than  risk  selection. 

Increasing  Part  B  Premiums 

When  Medicare  was  enacted.  Medicare  enroUees  were  required  to 
pay  a  premium  equal  to  50  percent  of  the  costs  of  Part  B.  Hie  costs 
of  physician  services  rose  so  quickly,  hovmver,  that  Isolation  in 
1972  limited  premium  increases  to  inflation.  As  Medicare  costs 


127 


soared,  the  premium  dropped  rapidly  to  25  percent,  and  would 
have  fallen  hirther  had  legislation  not  been  enacted  to  maintain 
this  level.  Most  Medicare  beneficiaries  also  pay  a  premium  for  their 
supplemental  medigap  policies.  These  premiums  plus  copayments 
and  deductibles  bring  total  out-of-pocket  expenses  to  about  20  per¬ 
cent  of  family  income  for  the  typical  elderly  household  and  cover 
about  40  percent  of  their  total  costs  of  medical  care.  Proposals  to 
increase  Part  B  premiums  have  included  both  across-the-board  in¬ 
creases  and  income-related  options. 

Shifting  the  Financing  of  Home  Health  Care 
Since  1981  home  health  care  has  been  financed  under  Medicare 
Part  A.  The  rapidly  increasing  expenditures  for  these  services  are 
therefore  contributing  to  the  deteriorating  Hnancial  condition  of  the 
hospital  insurance  (Part  A)  trust  fund.  The  Administration  pro¬ 
poses  to  continue  reimbursing  under  Part  A  the  Hrst  100  visits  fol¬ 
lowing  a  hospital  stay  of  3  days  or  more,  but  shift  the  payment  for 
all  other  home  health  care  services  to  Part  B.  This  change  is  con¬ 
sistent  with  the  notion  that  Part  A  should  be  dedicated  to  hospital- 
related  services,  and  Part  B  to  expenditures  for  ambulatory  care. 
Although  this  shift  would  not  reduce  total  Medicare  spending,  it 
would  extend  the  life  of  the  hospital  insurance  trust  fund,  without 
excessive  reductions  in  payments  for  hospitals,  physicians,  or  other 
providers,  and  would  restore  the  apportionment  of  home  health 
care  payments  between  Part  A  and  Part  B  to  that  existing  in  law 
before  1980.  It  would  not  affect  the  Part  B  premium. 

Global  Budget  Caps  and  Medical  Savings  Accounts 
Two  options  sometimes  considered  for  reforming  Medicare  are 
global  budget  caps  and  medical  savings  accounts  (MSAs).  In  a  glob¬ 
al  target  system,  the  budget  cap  would  limit  total  Medicare  spend¬ 
ing  per  enroUee  at  a  congressionally  mandated  amount.  Topically, 
separate  spending  targets  would  be  established  for  HMO  and  fee- 
for-service  Medicare  expenditures.  Projected  spending  (for  example, 
in  the  fee-for-service  category)  would  then  be  calculated  by  using 
estimated  services  and  allowable  prices.  If  total  spending  exceeded 
the  sector  target,  prices  for  all  services  in  the  sector  would  be  re¬ 
duced  proportionately  to  achieve  the  target  level  of  spending. 

MSAs  combine  a  high-deductible  insurance  policy  with  a  tax-ad¬ 
vantaged  savings  account  to  cover  expenditures  below  the  deduct¬ 
ible.  A  fixed  dollar  amount  would  be  allocated  to  each  beneficiary, 
out  of  which  Medicare  would  then  pay  the  premium  for  the  high- 
deductible  insurance  policy  and  deposit  any  remaining  funds  into 
the  beneficiary’s  savings  account.  Withdrawals  from  this  account 
could  be  made  for  qualified  medical  expenses  on  a  tax-free  basis — 
or  for  other  types  of  consumption  as  taxable  income.  Since  individ¬ 
uals  covered  by  MSAs  would  be  responsible  for  all  medical  ex- 
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penses  up  to  the  deductible,  MSA  proponents  say  they  would  have 
incentives  to  avoid  care  in  circumstances  where  the  costs  exceed 
the  benefits. 

Global  targets,  and  MSAs  have  some  attraction,  but  both  also 
have  potentially  serious  problems.  In  particular,  unless  risk-adjust¬ 
ment  methodologies  become  much  more  sophisticated,  selection 
bii^  could  create  grave  difficulties  under  either  approach,  espe¬ 
cially  (for  the  former)  if  a  separate  budget  cap  were  established  for 
fee-for-service  and  managed  care  plans.  If  relatively  healthy  per¬ 
sons  enrolled  in  managed  care  in  disproportionate  numbers,  and 
the  risk-adjustment  methods  failed  to  capture  fully  the  differences 
in  expected  costs,  fee-for-service  spending  per  capita  would  rise  rel¬ 
ative  to  that  in  managed  care.  The  fee-for-service  budget  cap  would 
likely  be  reached,  leading  to  relatively  large  reductions  in  prices. 
Pressure  on  providers  would  be  likely  to  lead  to  lower  quality  of 
service  and  would  encourage  more  beneficiaries  to  enroll  in  man¬ 
aged  care.  This  process  coiild  continue  in  a  vicious  c^cle,  until  only 
the  sickest  individuals  remained  in  the  traditional  Medicare  pro¬ 
gram,  and  the  allotted  prices  might  then  be  far  too  low  to  address 
their  medical  needs.  The  end  result  could  be,  in  effect,  more  limited 
choice  for  most  individuals  and,  if  prices  were  too  low,  queuing  for 
some  types  of  medical  care,  as  some  providers  became  less  vdlling 
to  provide  services  to  Medicare  enrollees. 

MSAs  have  a  similar  problem.  Relatively  healthy  individuals 
may  have  a  strong  incentive  to  opt  for  the  MSA,  since  payments 
into  their  savings  accounts  would  exceed  their  expected  medical 
costs.  This  would  leave  the  less  healthy  in  the  fee-for-service  part 
of  Medicare,  raising  costs  there.  Higher  costs  might  encourage  fur¬ 
ther  shifts  to  MSAs  and  could  set  up  a  dynamic  similar  to  that  cre¬ 
ated  by  the  global  caps.  In  addition,  individuals  in  MSAs  who  fell 
ill  might  want  to  switch  back  into  the  fee-for-service  program. 
Thus,  Medicare  would  be  likely  to  pay  higher  costs  for  the  healthy 
individuals  who  accept  the  MSA  option  than  it  would  if  they  stayed 
in  fee-for-service,  but  the  program  wotild  still  have  to  pay  the  high 
expenses  of  sicker  individuals.  For  example,  in  1996  the  Congres¬ 
sional  Budget  Office  projected  that  one  Medicare  MSA  proposal 
would  have  increased  Medicare  spending  by  $5  billion  over  7  years. 

LONG-RUN  OPTIONS 

Incremental  changes  in  Medicare  such  as  those  outlined  earlier 
can  provide  substantial  budget  savings  in  the  short  term,  create  in¬ 
centives  for  more  efficient  delivery  of  health  care,  and  extend  the 
life  of  the  hospital  insurance  trust  fund.  Nonetheless,  in  the  long 
run,  the  combination  of  demographic  developments  and  continued 
cost  pressures  resulting  from  improvements  in  medical  technology 
and  increased  volume  of  services  will  require  additional  reforms. 
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Tlie  President  has  proposed  policies  to  address  Medicare’s  short¬ 
term  financing  and  has  called  for  a  bipartisan  process  to  develop 
solutions  for  Medicare’s  long-run  challenges. 

The  remainder  of  this  section  briefly  reviews  some  of  the  ap¬ 
proaches  that  analysts  outside  this  Administration  have  proposed 
to  improve  the  long-term  flnancing  of  Medicare.  None  of  them  is  a 
magic  bullet;  claims  of  spectacular  benefit  from  any  single  ap¬ 
proach  should  be  viewed  with  skepticism.  Some  combination  of 
policies  is  likely  to  be  needed  to  meet  the  long-run  challenges.  All 
raise  issues  that  must  be  examined  and  resolved  in  a  bipartisan 
fashion. 

Increasing  the  Age  of  Eligibility 

Some  have  suggested  raising  the  age  of  first  eligibility  for  Medi¬ 
care  in  order  to  reduce  the  number  of  beneflciaries  and  cut  ex¬ 
penses.  Retirees  are  now  eligible  for  Medicare  benefits  at  age  65; 
some  have  suggested  raising  this  to  67  to  reflect  the  scheduled  in¬ 
crease  in  Social  Security’s  normal  retirement  age.  As  with  Social 
Security,  this  is  likely  to  pose  few  problems  for  those  persons  who 
retire  eariy  because  they  have  considerable  wealth,  good  pensions, 
and  retiree  health  insurance  from  their  former  employers.  Others, 
however,  have  low  incomes,  poor  job  prospects,  and  poor  health. 

Denying  health  care  coverage  to  this  latter  group  could  produce 
considerable  hardship,  because  some  elderly  people  may  not  have 
access  to  any  protection  other  than  Medicare.  Unless  other  meas¬ 
ures  were  taken  in  tandem,  raising  the  eligibility  age  would  prob¬ 
ably  increase  the  number  of  uninsured,  and  at  least  some  of  those 
losing  coverage  would  be  likely  to  have  hi^  medical  costs.  To  re¬ 
duce  these  problems,  persons  retiring  before  the  age  of  67  wo\ild 
have  to  be  guaranteed  some  way  of  getting  health  insurance.  One 
possibility  would  be  to  extend  existing  continuation-of-coverage  pro¬ 
visions,  wherdi)y  individuals  who  leave  jobs  are  able  to  purchase 
group  health  insurance  through  their  previous  employer  for  a  lim¬ 
ited  period.  This  could  allow  persons  retiring  at  age  62  or  later  to 
maintain  continuous  coverage  until  they  become  eligible  for  Medi¬ 
care.  However,  since  individuals  using  this  option  would  pay  the 
full  coverage  premium  plus  a  small  administrative  charge,  the 
costs  of  obtaining  health  insurance  might  be  quite  high.  Employer 
health  expenses  would  also  rise  if  older  and  less  healthy  individ¬ 
uals  were  added  to  the  insurance  pool. 

Alternatively,  some  have  suggested  that  Social  Security  bene¬ 
ficiaries  between  the  ages  of  62  and  67  could  be  allowed  to  buy 
Medicare  coverage  at  unsubsidized  rates.  Although  this  would  im¬ 
prove  access  to  insurance.  Medicare  might  still  lose  money  on  these 
beneficiaries,  since  persons  in  poor  health  would  have  particularly 
stnmg  incentives  to  enroll.  Some  provision  would  also  have  to  be 
made  to  reduce  the  burden  on  low-income  individuals,  probably 
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through  Medicaid,  which  might  reduce  the  financial  savings  and  in¬ 
troduce  other  complexities. 

Increasing  Cost  Sharing 

The  annual  Medicare  deductible  for  physician  services  is  $100, 
whereas  that  for  inpatient  hospital  care  is  $736.  The  former  is  rel¬ 
atively  low  by  historical  and  private  sector  standards,  but  the  lat¬ 
ter  is  relatively  high,  especially  when  combined  with  substantial 
copayments  for  lengthy  hospital  stays.  Home  health  care  coverage 
has  no  deductibles  or  copayments  of  any  kind.  This  means  that 
Medicare  has  very  high  cost  sharing  on  those  services  where  inap¬ 
propriate  use  is  unlikely — namely,  inpatient  hospital  services — and 
very  low  cost  sharing  where  individuals  have  a  lot  of  discretion — 
namely,  physician  visits  and  home  health  care.  Since  one  goal  of 
cost  sharing  is  to  give  individuals  the  incentive  to  use  services 
carefully,  the  current  structure  might  at  first  glance  seem  in  need 
of  immediate  reform. 

The  difficulty  is  that  Medicare  does  not  operate  in  isolation.  Ap¬ 
proximately  three-quarters  of  senior  citizens  have  some  type  of 
medigap  coverage,  either  provided  by  their  former  or  current  em¬ 
ployer  or  purchased  directly.  Medigap  insurance  pays  for  some  or 
all  of  the  cost-sharing  requirements  of  Medicare  and  often  covers 
services  not  included  in  Medicare,  such  as  prescription  drugs  or 
preventive  care.  In  addition,  some  13  percent  of  enroUees  with  low 
incomes  have  secondary  coverage  through  Medicaid.  For  those  indi¬ 
viduals  with  the  lowest  incomes,  Medicaid  covers  all  Medicare  co¬ 
payments  and  deductibles,  as  well  as  the  entire  Part  B  premium. 
Those  with  slightly  higher  incomes  can  also  have  their  Part  B  pre¬ 
miums  paid  through  Medicaid  but  are  responsible  for  the  other 
types  of  cost  sharing. 

Since  so  many  beneficiaries  have  secondary  sources  of  insurance, 
changes  in  Medicare  cost-sharing  arrangements  may  be  unlikely  to 
reduce  total  medical  expenditures  unless  accompanied  by  changes 
in  the  structure  of  the  supplemental  coverage.  The  most  likely  ef¬ 
fect  would  be  merely  to  shift  some  of  the  expense  away  from  the 
Federal  Government  and  onto  individuals  (in  the  form  of  higher 
medigap  insurance  premiums)  or  State  governments  (in  the  form  ol 
higher  Medicaid  expenses). 

Secondary  Insurance  Reform 

Because  medigap  policies  and  Medicaid  provide  flrst-doUar  cov¬ 
erage  for  most  services,  they  shield  individuals  from  the  incentive 
effects  of  cost  sharing.  When  individuals  are  not  responsible  for 
any  of  the  costs,  they  tend  to  consume  more  health  care  and  incur 
higher  expenses.  Thus,  medigap  policies  and  Medicaid  coverage  are 
likely  to  raise  Medicare  costs. 
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Several  reforms  have  been  suggested  to  avoid  the  problems  asso¬ 
ciated  with  current  medigap  policies.  One  possibility  would  be  to 
require  any  medigap  policy  to  cover  Medicare’s  basic  package  as 
well  as  any  supplemental  coverage.  The  insurance  company  would 
receive  a  payment  from  Medicare  equal  to  the  expected  costs  of  the 
basic  package  and  would  bear  any  additional  cost  caused  by  incen¬ 
tives  for  overuse.  This  approach  is  quite  similar  to  that  currently 
used  in  Medicare’s  managed  care  plans,  which  frequently  combine 
Part  A  and  Part  B  coverage  with  additional  insurance,  and  is  fully 
consistent  with  efforts  to  increase  the  use  of  managed  care  ar¬ 
rangements.  However,  adverse  selection  may  again  be  a  problem 
since  the  health  plans  would  have  incentives  to  cheny-pick  the 
healthiest  beneficiaries. 

Alternatively,  some  have  argued  that  medigap  policies  could  con¬ 
tinue  to  be  used  as  a  supplement  to  Medicare  but  with  a  payment 
assessed  to  compensate  for  the  overuse  caused  by  first-doUar  cov¬ 
erage,  or  with  restrictions  to  prevent  the  policies  from  covering  the 
initial  copayments  or  deductibles  for  some  types  of  services.  Were 
this  done,  new  types  of  medigap  policies  would  presumably  emerge 
that  would  mitigate  the  adverse  incentives  in  the  current  system 
while  providing  some  of  the  types  of  protection  found  in  current 
policies.  The  challenge  would  be  to  find  the  right  balance  between 
incentives  and  protection. 

Others  have  suggested  that  Medicare  require  at  least  some  cost 
sharing  for  Medicare  beneficiaries  who  also  receive  Medicaid.  They 
argue  that  even  modest  deductibles  are  associated  with  significant 
reductions  in  health  expenditures  for  individuals  with  average  in¬ 
comes.  Deductibles  and  copayments  for  Medicaid  beneficiaries 
could  perhaps  be  set  at  levels  considerably  below  those  faced  by 
other  Medicare  enroUees.  Even  low  levels  of  cost  sharing  may  be 
sufficient  to  induce  more  careful  use  of  services  among  those  witli 
limited  incomes.  But  they  also  might  place  some  persons  with  low 
incomes  at  additional  financial  risk  or  deter  them  from  seeking 
medically  necessary  care. 

Switching  from  a  Defined-Benefit  to  a  Defined-Contribution 
Plan 

Medicare  currently  offers  a  deAned  package  of  services  to  all  en- 
roUees.  This  places  the  government  at  significant  risk  for  any  rise 
in  the  cost  of  these  services,  whether  it  is  related  to  changes  in 
technology,  prices,  or  volumes.  Some  have  suggested  that  the  gov¬ 
ernment  could  limit  future  expenses  by  guaranteeing  a  specified 
contribution  toward  health  insurance  expenses  for  the  elderly, 
while  leaving  the  choice  of  the  specific  insurance  plan  to  the  indi¬ 
vidual. 

For  such  a  proposal  to  have  any  chance  of  being  viable,  the  size 
of  the  fixed  payment  would  have  to  be  carefully  determined.  If  the 
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amount  were  set  in  a  base  year  and  simply  indexed  thereafter,  it 
could  quickly  become  inadequate  (if,  for  example,  technological  im¬ 
provements  led  health  expenditures  per  capita  to  rise  faster  than 
the  rate  of  inflation)  and  place  the  elderly  seriously  at  risk.  To  sur¬ 
mount  this  problem,  some  advocates  have  proposed  asking  health 
plans  in  a  given  geographical  market  to  bid  on  the  cost  of  insuring 
a  minimum  package  of  services  and  then  using  the  average  of  the 
bids  to  set  the  dollar  payment  for  each  Medicare  beneficiary  in  that 
market.  Beneficiaries  who  wanted  lower  deductibles  or  copayments 
could  then  use  their  own  money  to  buy  more  expensive  policies, 
whereas  those  who  wished  to  save  money  coiild  join  cheaper  plans 
and  receive  the  difference  between  the  fixed  payment  and  their 
premium  contribution.  The  competitive  bidding  process  is  likely  to 
tie  the  average  payment  somewhat  more  closely  to  costs.  Success, 
however,  would  depend  crucially  on  defining  the  market  appro¬ 
priately:  defining  it  too  large  might  result  in  considerable  heteroge¬ 
neity  in  medical  costs  within  the  region,  whereas  defining  it  too 
small  could  lead  to  inadequate  competition  in  the  bidding  process. 

Switching  to  a  deflned-contribution  system  has  a  number  of  other 
potential  problems,  the  most  serious  of  which  is  selection  bias.  Un¬ 
less  sophisticated  risk-adjustment  methods,  which  currently  do  not 
exist,  could  be  used  to  vary  the  government  payment  rate  with  the 
level  of  expected  medical  expenses,  market  forces  would  put  those 
in  poor  health  at  particular  risk.  Healthy  individuals  would  have 
incentives  to  take  policies  with  low  premiums  and  limited  coverage, 
which  would  drive  up  costs  in  the  more  comprehensive  plans  fa¬ 
vored  by  less  healthy  persons.  Better  risk-adjustment  mechanisms 
are  needed.  But  solutions  should  be  constructed  with  an  under¬ 
standing  that  our  ability  to  adjust  for  risk  is  currently  quite  poor 
and  may  be  inherently  limited. 

CONCLUSION 

The  conclusion  that  emerges  from  this  brief  overview  of  Medi¬ 
care’s  financing  problems  is  that,  whereas  short-term  savings  are 
currently  achievable,  long-run  viability  will  require  consideration  of 
innovative  reforms  that  will  need  to  be  agreed  upon  in  a  bipartisan 
process.  Bold  but  thoughtful  efforts  to  solve  some  of  the  issues 
raised  here  could  lay  the  foundation  for  addressing  one  of  Ameri¬ 
ca’s  greatest  long-run  challenges. 

The  most  constructive  approach  would  be  to  implement  the  struc¬ 
tural  reforms  and  savings  proposals  included  in  the  President’s 
budget  and  to  continue  the  Administration’s  use  of  demonstration 
projects  to  explore  different  approaches  to  reining  in  costs  and  en¬ 
suring  protection.  Efforts  are  also  needed  to  develop  risk-adjust- 
I  ment  mechanisms  to  alleviate  the  adverse  selection  problems.  The 
I  Administration’s  proposals  to  extend  the  life  of  the  Part  A  trust 
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fund  and  to  control  Part  B  spending  should  buy  enough  time  to 
allow  careful  evaluation  of  a  range  of  alternatives  in  a  bipartisan 
process.  With  more  evidence  under  its  belt,  the  Nation  will  be  able 
to  proceed  with  more  confidence. 

MEDICAID  FINANCING  OF  LONG-TERM  CARE 

Medicaid  was  enacted,  along  with  Medicare,  in  1965  to  provide 
health  and  custodial  care  for  people  with  extremely  low  incomes. 
It  continues  to  finance  much  of  the  medical  care  for  the  worst  off 
in  our  society.  Medicaid  also  pays  for  nursing  home  care  for  those 
who  have  low  incomes  and  few  assets.  Since  nursing  home  resi¬ 
dents  are  typically  quite  old,  the  program  provides  significant  fi¬ 
nancial  support  to  the  sick  elderly.  In  1995  roughly  one-third  of 
total  Medicaid  expenditures  went  to  those  aged  65  and  over;  the  re¬ 
maining  two-thirds  were  split  about  equally  between  people  with 
disabilities  and  the  nonelderly,  nondisabled  poor.  About  half  of  all 
nursing  home  expenditures  are  paid  for  by  Medicaid. 

Medicaid  expenditures  have  been  growing  rapidly  over  time,  as 
a  result  of  rising  numbers  of  beneficiaries  combined  with  higher 
costs  for  each.  The  nursing  home  component  of  Medicaid  has  also 
increased  rapidly  over  the  last  25  years,  although  at  a  slightly 
slower  pace  than  other  program  expenses. 

The  aging  of  the  population  will  significantly  increase  the  num¬ 
ber  of  people  needing  long-term  care  assistance.  Not  only  will  the 
number  of  older  people  increase,  but  so  will  the  average  age  of 
those  over  65.  People  over  85  made  up  about  10  percent  of  the  el¬ 
derly  population  in  1994;  the  Census  Bureau  projects  that  by  2050 
this  Hgure  will  be  almost  24  percent.  The  very  old  are  much  more 
likely  to  reside  in  nursing  homes:  in  1993,  about  25  percent  of 
those  85  and  older  were  in  nursing  homes,  compared  with  just  5 
percent  of  the  general  population  over  65.  If  this  rate  of  nursing 
home  utilization  is  maintained,  population  aging  will  bring  signifi¬ 
cant  increases  in  the  nursing  home  population  and  in  expenditures 
on  long-term  care. 

Some  analysts  suggest  that  one  way  to  hold  down  future  Medic¬ 
aid  nursing  home  outlays  is  to  shift  the  financing  of  long-term  care 
to  some  form  of  insurance.  By  its  nature,  insurance  is  particularly 
desirable  for  events  that  are  rare  but  expensive.  A  majority  of  per¬ 
sons  reaching  age  65  can  expect  never  to  receive  care  in  a  nursing 
home.  Of  the  rest,  most  are  likely  to  stay  a  relatively  short  time. 
Only  9  percent  will  spend  more  than  5  years  in  a  nursing  home 
(Chart  3-7).  With  the  cost  of  skilled  nursing  home  care  averaging 
over  $35,000  per  year  and  rising  over  time,  a  lengthy  stay  can  be 
extremely  expensive.  Therefore  the  need  for  long-term  nursing 
home  care  is  an  event  for  which  insurance  may  be  appropriate. 
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Note:  Data  prajacied  tor  persons  nntto  reached  age  66  in  1990. 

Source:  New  England  Journal  ol  Medicine. 

Yet  even  though  nursing  home  stays  are  relatively  rare,  and  the 
costs  high,  the  market  for  private  nursing  home  insurance  is  un¬ 
derdeveloped.  Just  3  percent  of  nursing  home  expenditures  were 
paid  by  private  insurance  in  1994.  Several  factors  are  likely  to  ac¬ 
count  for  the  limited  importance  of  private  long-term  care  policies. 

First,  Medicaid  pays  the  long-term  care  expenses  of  persons  who 
have  no  financial  assets  or  who  spend  down  their  assets  after  en¬ 
tering  a  nursing  home.  To  the  extent  that  people  think  government 
will  pick  up  the  tab,  they  have  less  incentive  either  to  engage  in 
precautionary  saving  or  to  purchase  insurance  for  long-term  care. 

Second,  premiums  for  private  insiurance  are  relatively  high.  One 
reason  is  that  the  vast  migority  of  long-term  care  policies  are  indi¬ 
vidual  rather  than  group  policies,  and  individual  policies  have 
higher  administrative  costs.  Another  is  that  those  who  do  purchase 
long-term  care  insurance,  especially  when  they  are  older,  may  be 
less  healthy  than  others  their  age,  and  this  will  be  r^ected  in  pre¬ 
miums.  This  is  another  example  of  the  familiar  problem  of  adverse 
selection,  discussed  above.  Finally,  premiums  wW  be  higher  to  the 
extent  that  people  with  insurance  use  nursing  home  care  in  situa¬ 
tions  where  they  would  not  if  they  had  to  pay  the  full  cost  at  the 
time  of  use. 

Third,  many  disabled  elderly  persons  are  currently  cared  for  by 
family  members.  Senior  citizens  who  consider  niuising  homes  less 


desirable  than  living  with  family  might  not  be  interested  in  pur¬ 
chasing  insurance  that  reduces  out-of-pocket  nursing  home  ex¬ 
penses  if,  as  evidence  suggests,  this  makes  their  families  less  will¬ 
ing  to  care  for  them. 

A  limited  private  insurance  market  means  that  most  people 
reaching  age  65  remain  vulnerable  to  catastrophic  nursing  home 
costs  that  could  potentially  wipe  out  their  assets.  It  also  means 
that  Medicaid  outlays  are  larger  than  they  would  be  if  the  private 
insurance  market  were  more  extensive.  Medicaid  outlays  are  also 
higher  to  the  extent  that  seniors  needing  long-term  care  are  able 
to  And  ways  to  transfer  assets  to  family  members,  despite  provi¬ 
sions  in  current  law  designed  to  prevent  this,  rather  than  spend 
them  on  nursing  home  care  before  becoming  eligible  for  the  pro¬ 
gram. 

The  proportion  of  the  elderly  with  long-term  care  insurance  could 
be  increased  in  a  number  of  ways,  although  all  raise  serious  issues. 
One  possibility  would  be  for  the  government  to  require  universal 
coverage,  either  directly  through  Medicare  or  indirectly  through  the 
purchase  of  private  insurance  (ideally  at  a  young  age  and  possibly 
through  one’s  employer).  Alternatively,  individuals  could  be  pro¬ 
vided  with  stronger  incentives  to  buy  insurance  within  the  current 
voluntary  system.  To  a  large  degree,  the  recently  enacted  Kasse- 
baum-Kennedy  legislation  (the  Health  Insurance  Portability  and 
Accoimtability  Act  of  1996)  does  so  by  offering  tax  advantages  for 
some  long-term  care  insurance  expenses  similar  to  (and  in  some 
ways  more  generous  than)  those  previously  provided  for  other  med¬ 
ical  costs  or  health  insurance  premiums.  A  third  possibility  would 
be  to  increase  the  ability  of  individuals  to  exempt  some  of  their  as¬ 
sets  from  the  "spend-down”  requirements  of  Medicaid  if  they  pur¬ 
chase  suAlcient  amounts  of  long-term  care  insurance. 

Insurance  of  nursing  home  care  for  individuals  with  a  lifetime  of 
low  income  is  a  good  example  of  a  program  that  the  private  sector 
is  unable  or  unwilling  to  supply.  However,  the  presence  of  a  safety 
net  for  the  poor  may  also  reduce  the  incentives  for  those  who  are 
better  off  to  save  for  nursing  home  expenses.  Unless  people  can  be 
encouraged  to  put  aside  more  money  for  this  purpose,  the  aging  of 
the  baby  boom  is  likely  to  put  an  increasing  burden  on  the  Medic¬ 
aid  system — and  thus  on  the  Anances  of  the  Federal  Government 
and  the  States. 


CONCLUSION 

Each  of  the  government  programs  for  the  elderly  discussed  in 
this  chapter  poses  different  policy  challenges.  The  costs  of  provid¬ 
ing  Social  Security  beneAts  are  going  to  increase  as  the  population 
ages.  Although  this  trend  has  largely  been  taken  into  account 
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through  75-year  budgeting,  the  system  needs  additional  revenue  or 
benefit  changes  to  restore  long-run  balance.  A  range  of  options  has 
already  been  described  and  proposed. 

The  problems  facing  Me^care,  and  those  facing  Medicaid’s  fi¬ 
nancing  of  long-term  care,  are  more  complicated  and  the  solutions 
more  elusive.  Unless  action  is  taken,  the  Part  A  trust  fund  is  pro¬ 
jected  to  be  exhausted  by  2001,  and  to  face  growing  deflcits  there¬ 
after.  Adequate  provisions  have  not  yet  been  made  for  Part  B 
spending  increases,  or  for  future  Medicaid  nursing  home  outlays. 
Innovative  approaches  are  needed  to  provide  quality  health  and 
nursing  care  to  an  increasing  number  of  elderly  Americans. 

Many  of  the  key  elements  of  any  solution  are  already  known.  We 
must  improve  the  incentives  for  individuals  to  seek  and  providers 
to  supply  quality  care  in  a  cost-effective  manner.  Better  risk-ad¬ 
justment  mechanisms  are  needed  to  mitigate  adverse  selection. 
Where  possible,  market-oriented  approaches  should  be  used  to  help 
determine  the  size  and  form  of  third-party  payments. 

The  various  government  programs  supporting  our  elderly  rep¬ 
resent  different  ways  in  which  each  generation  of  taxpayers  offers 
assistance  to  its  parents.  In  combination,  these  intergenerational 
transfers  limit  the  resources  available  for  other  worUiwhile  pur¬ 
poses.  Historically,  Federal  revenues  have  averaged  around  18  per¬ 
cent  of  GDP.  In  1970,  Social  Security,  Medicare,  and  Medicaid  ex¬ 
penditures  were  equivalent  to  4  percent  of  GDP;  in  1996  they  stood 
at  about  9  percent;  they  are  projected  to  grow  to  roughly  19  percent 
of  GDP  in  2050.  These  programs  as  currently  structured  ultimately 
could  crowd  out  virtually  all  other  government  spending. 

Examining  how  society  distributes  its  resources  between  the 
aged  and  the  rest  of  the  population  provides  one  lens  through 
which  to  view  these  programs.  Economics  cannot  answer  how  the 
allocation  should  be  made,  but  it  does  offer  the  fundamental  lesson 
that  society  faces  choices.  The  choices  are  often  difficult  because 
the  tradeoffs  are  between  two  or  more  worthy  objectives.  Economics 
can  help  illuminate  the  nature  of  the  choices  and  provide  theoreti¬ 
cal  arguments  and  empirical  evidence  about  the  impacts  of  alter¬ 
native  policies.  Armed  with  this  information,  we  must  then  make 
the  hard  decisions  within  a  bipartisan  process  and  with  full  aware¬ 
ness  of  the  difficult  tradeoffs  they  imply.  The  choices  we  make  will 
say  a  great  deal  about  the  kind  of  society  we  are  and  the  kind  of 
society  we  aspire  to  become. 
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CHAPTER  4 


The  Labor  Market 

THE  RECENT  STRENGTH  OF  THE  ECONOMY  has  created  a 
large  number  of  new  jobs,  and  the  unemployment  rate  is  low  by 
historical  standards,  ^tween  January  1993  and  December  1996, 
economic  growth  produced  11  million  new  jobs.  At  the  end  of  1996 
the  unemployment  rate  was  5.3  percent.  Jobholding  increased  dra¬ 
matically  even  among  groups  whose  members  traditionally  have 
difficulty  finding  employment. 

Economic  progress  has  greatly  benefited  many  American  worir- 
ers,  but  it  poses  important  challenges  as  well.  New  technologies 
have  led  to  explosive  growth  in  some  industries,  but  to  the  decline 
of  others.  Wi^  der^ulation  and  expanding  international  trade, 
firms  that  once  enjoyed  market  power  and  could  share  the  result¬ 
ing  economic  rents  with  their  workers  are  now  forced  to  compete 
more  aggressively  in  the  marketplace.  Technological  change  and 
greater  competition  have  eliminated  the  jobs  of  some  workers,  but 
many  others  have  found  new  jobs  in  industries  that  these  same 
powerful  forces  are  caiuing  to  expand.  Yet  some  workers  may  dis¬ 
cover  a  mismatch  between  the  skills  they  needed  for  their  old  jobs 
and  those  required  in  the  newly  expanding  sectors.  These  woi^ers 
are  at  risk  of  significant  unemployment  and  may  have  to  accept 
lower  wages  when  they  finally  do  find  work.  The  benefits  that  come 
from  an  economy  that  has  been  strengthened  by  technological 
progress  and  more  intense  competition  should  be  tempered  by  the 
recognition  that  these  same  changes  may  have  hurt  some  working 
Americans. 

To  what  extent  have  structural  changes  in  the  labor  market  re¬ 
duced  the  well-being  of  American  woiicere?  Some  analysts  claim 
that  a  fundamental  change  in  the  nature  of  employment  has  taken 
place.  While  acknowledging  the  robiist  growth  in  the  number  of 
jobs,  they  maintain  that  this  growth  is  concentrated  in  low-paying 
jobs,  that  wages  overall  are  falling,  that  layoffs  are  increasing  de¬ 
spite  a  grovdng  economy,  and  that  the  promise  of  long-term  em¬ 
ployment  on  which  many  American  woiiEers  rely  can  no  longer  be 
kept. 

Recent  studies  suggest  that  these  claims  are  exaggerated.  Al- 
thou^  it  is  true,  as  some  critics  point  out,  that  the  number  of  low- 
paying  jobs  has  increased,  that  of  high-paying  jobs  has  increased 
even  more  rapidly.  It  is  the  jobs  in  the  middle,  the  ones  offering 
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wages  close  to  the  median,  that  have  become  somewhat  scarcer.  ! 
Layoffs,  meanwhile,  are  not  rising:  the  rate  of  job  loss  has  actually  | 
declined  somewhat,  although  it  does  appear  that  certain  categories 
of  workers  previously  less  affected  by  job  loss  are  now  more  at  risk.  | 

Real,  inflation-adjusted  wages  have  generally  been  stagnant  over 
the  longer  term,  but  standard  methods  of  adjusting  wages  for  infla-  i 
tion  may  have  masked  a  real  rise,  and  total  compensation,  includ-  ! 
ing  fringe  benefits,  has  increased.  Finally,  some  evidence  indicates 
that  the  high  level  of  average  job  tenure  first  identified  in  the  early 
1970s  has  changed  little  since  then,  although  other  recent  research 
disputes  this  claim.  This  chapter  examines  these  and  other  labor 
market  trends  in  some  detail,  describes  how  workers  have  re-  I 
sponded  to  these  changes,  and  discusses  policy  alternatives  to  ad-  I 
dress  some  of  the  real  problems  that  exist. 

TRADITIONAL  LABOR  MARKET  INDICATORS  j 

Traditional  indicators  of  labor  market  performance  point  to  sub-  | 
stantial  improvement  in  the  last  few  years.  Perhaps  the  single 
most  important  indicator,  the  unemployment  rate,  is  as  low  today  I 
as  it  has  been  at  virtually  any  time  in  the  last  20  years — and  lower  i 

than  it  was  through  most  of  the  economic  expansions  of  the  late  I 
1970s  and  the  mid-  to  late  1980s  (Chart  4-1).  The  unemployment  | 
rate  for  the  whole  of  1996,  at  5.4  percent,  was  below  the  rate  for  ; 
any  full  year  since  1973,  except  for  1989  when  the  rate  was  5.3  | 

percent.  And  not  only  is  the  overall  unemployment  rate  low,  but  ; 
groups  that  traditionally  have  experienced  greater  difficulty  in  i 
finding  jobs  are  doing  better  as  well.  For  example,  the  unemploy¬ 
ment  rate  for  blacks  in  both  1995  and  1996  was  almost  a  full  per¬ 
centage  point  lower  than  in  any  of  the  last  20  years. 

The  unemployment  rate  measures  imemployment  as  a  percent¬ 
age  of  the  labor  force,  not  of  the  entire  working-age  populatioi).  It  | 
would  be  little  cause  for  celebration  if  the  unemployment  rate  has 
fallen  merely  because  some  jobless  workers  have  become  discour¬ 
aged  and  have  stopped  seeking  work,  thus  removing  themselves 
from  the  labor  force  altogether.  Recent  data,  however,  strongly  re¬ 
ject  this  explanation  of  today’s  low  unemployment  picture.  Employ-  ' 
ment  gains  have  been  strong  over  the  last  4  years:  the  employ-  | 
ment-to-population  ratio  indicates  that  almost  as  large  a  share  of 
the  population  is  working  now  as  at  any  time  since  annual  statis-  | 
tics  began  to  be  collected  (Chart  4-2). 

1 

THE  QUALITY  OF  NEW  JOBS 

A  large  number  of  new  jobs  have  been  created  over  the  past  4  | 

years,  but  concerns  have  been  expressed  about  the  quality  of  these  ! 
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Chart  4-1  Unamploynwnt  RMa 

The  unemptoyment  rale  in  1996  was  as  low  as  it  has  been  at  virtually  any  time 
sinoe  the  earty  1970s. 


Percent  of  lehor  force 
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jobs.  Recent  research  finds  that  most  of  the  new  positions  created 
in  the  1990s  are  **good”  jobs.  The  number  of  lower  paying  jobs  also 
increased,  however,  as  employment  in  the  middle  of  the  earnings 
distribution  fell. 

JOB  GROWTH  WITHIN  SERVICE-PRODUCING 
INDUSTRIES 

A  disproportionate  share  of  employment  growth  in  the  current 
expansion  has  occurred  in  service-producing  industries.  But  con¬ 
trary  to  the  popular  notion  that  service  jobs  are  primarily  low-paid 
positions,  jobs  in  these  industries  are  actually  quite  diverse,  indud- 
ing  many  high-wage  positions  in  such  industries  as  finandal  serv¬ 
ices,  health  care,  and  computer  and  accounting  services.  For  this 
reason  it  is  important  to  determine  at  which  end  of  the  wage  spec¬ 
trum  the  employment  growth  within  services  has  mainly  occurred. 

The  evidence  indicates  that  managerial  and  professional  occupa¬ 
tions  have  been  the  main  contributors  to  recent  job  growth  wit^ 
service-produdng  industries,  accounting  for  most  of  the  net  in¬ 
crease  in  employment  in  this  sector  occurring  between  February 
1994  and  February  1996  (1994  is  chosen  as  the  base  year  because 
the  Chirrent  Population  Survey,  or  CPS,  underwent  a  mqjor  rede¬ 
sign  that  makes  comparisons  before  and  after  1994  difficult;  see 
Box  4-1).  Managerial  and  professional  occupations  within  service- 
producing  industries  have  been  large  contributors  to  employment 
growth  in  each  of  the  past  three  msgor  expansions.  But  gains  in 
these  occupations  have  been  even  more  important  in  the  current 
expansion.  Employment  increases  in  these  generally  higher  paying 
occupations  may  not  necessarily  translate  into  high  pay  for  workers 
immediately,  but  the  greater  opportunities  for  advancement  in 
these  jobs  promise  higher  wages  in  the  future. 

ECONOMY-WIDE  JOB  GROWTH 

A  more  detailed  picture  of  recent  job  creation  emerges  from  an 
examination  of  changes  in  employment  within  specific  industry  and 
occupational  categories.  A  study  conducted  by  the  Council  of  Eco¬ 
nomic  Advisers  and  the  Department  of  Labor  compared  full-time 
employment  in  February  1994  with  that  in  February  1996  in  45 
speciftc  occupations  in  each  of  22  mqjor  industries,  for  a  total  of  al¬ 
most  1,000  industry/occupation  "cells.”  For  each  of  the  287  cells  in 
which  employment  was  large  enough  to  provide  reasonably  reliable 
within-ceU  wage  levels,  median  weekly  earnings  as  of  February 
1994  were  determined,  along  with  the  median  wage  across  all  cells 
in  that  month.  Employment  growth  between  February  1994  and 
February  1996  in  hi^^-wage  job  cells,  defined  as  those  in  which 
median  earnings  were  above  the  overall  median,  was  then  com¬ 
pared  with  overall  employment  growth.  The  study  found  that  68 
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Box  4-1. — Effects  of  the  Redesign  of  the  Current  Population 
Survey 

The  Current  Population  Survey  (CPS),  conducted  monthly  by  the 
Bureau  of  the  Census  for  the  Bureau  of  Labor  Statistics  (BLS),  is  a 
major  source  of  data  regarding  the  US.  labor  market,  including  the 
monthly  unemployment  rate.  In  January  1994  the  BLS  revised  the 
questionnaire  to  adjust  for  changes  in  work  patterns  and  implemented 
computer-assisted  interviewing  to  improve  the  quality  of  data  col¬ 
lected. 

The  BLS  estimates  that  the  overall  unemployment  rate  was  not 
significantly  affected  by  the  redesign.  This  finding  is  contrary  to 
early  reports  that  the  new  survey  produced  a  slight  rise  in  measured 
unemployment.  The  new  survey  did  change  the  measured  composi¬ 
tion  of  unemployment,  however.  For  example,  measured  unemploy¬ 
ment  among  55-  to  64-year-old  workers  and  workers  65  and  older 
increased  by  about  12  and  50  percent,  respectively. 

The  breakdown  of  reported  reasons  for  unemployment  was  also 
affected  by  the  redesign.  Whereas  the  old  survey  asked  directly 
whether  the  unemployment  spell  began  because  of  a  quit  or  a  lost 
job,  now  respondents  must  first  report  that  they  were  working  just 
prior  to  their  unemployment  spell  before  that  question  is  asked. 
Evidently,  asking  the  question  directly  induced  some  workers  to  re¬ 
port  that  their  unemployment  spell  began  for  one  of  these  reasons, 
because  the  number  of  workers  classified  as  job  losers  or  job  leavers 
declined  using  the  new  survey.  In  addition,  expanding  the  defini¬ 
tion  of  previous  work  experience  to  include  part-time  work  led  to 
more  worker.,  being  classified  as  reentrants  rather  than  as  new  en¬ 
trants. 

The  redesign  also  affected  reported  unemployment  durations,  be¬ 
cause  computer-assisted  interviewing  allows  the  interviewer  to  check 
whether  a  respondent’s  answers  are  consistent  from  month  to  month. 
Respondents  used  to  overestimate  short-term  and  underestimate 
long-term  unemployment  spells.  These  changes  increased  the  pro¬ 
portion  of  spells  longer  than  14  weeks  and  decreased  that  of  spells 
shorter  than  5  weeks. 

.  Other  labor  market  indicators  were  also  affected.  Both  the  labor 
force  participation  rate  and  the  employment-to-population  ratio  are 
about  half  a  percentage  point  higher  when  measured  using  the  new 
techniques. 
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percent  of  the  net  growth  in  full-time  employment  over  this  period 
occurred  in  these  higher  paying  job  categories. 

The  resiilts  of  this  research  were  similar  to  those  reported  in  a 
BLS  study  that  divided  employment  into  90  industiy/occupation 
cat^ories  and  then  identified  jobs  in  these  categories  as  either 
high-,  middle-,  or  low-paying.  Between  1989  and  1995,  employment 
in  the  high-paying  and  low-paying  categories  increased  by  13  per¬ 
cent  and  7  percent,  respectively,  while  employment  in  the  in-be¬ 
tween  category  fell  by  about  3  percent. 

An  alternative  disaggregation  of  jobs  into  extremely  detailed  oc¬ 
cupational  categories  (also  by  the  BLS)  supports  these  findings. 
The  BLS  compiles  responses  from  a  full  year  of  CPS  data  to  exam¬ 
ine  wages  and  employment  growth  for  almost  500  occupational  cat¬ 
egories.  Between  1994  and  1995,  some  of  the  categories  with  the 
largest  employment  gains  included  sales  supervisors  and  propri¬ 
etors,  electricians,  marketing  and  advertising  managers,  and  elec¬ 
trical  and  electronic  engineers.  Consistent  with  the  Council’s  cal¬ 
culations,  occupations  in  the  top  half  of  the  wage  distribution  ac¬ 
counted  for  70  percent  of  net  employment  growth. 

FULL-TIME  VERSUS  PART-TIME  JOBS 

Even  if  today’s  new  jobs  are  more  likely  than  before  to  be  in  the 
higher  paying  sectors  of  the  labor  market,  not  all  of  these  jobs  pro¬ 
vide  workers  with  full-time  employment.  Data  from  the  CPS  pro¬ 
vide  an  opportunity  to  explore  trends  in  part-time  employment. 
Chart  4-3  depicts  the  proportions  of  employed  persons  reporting 
that  they  work  part-time  for  "economic”  reasons  (i.e.,  who  would 
prefer  a  full-time  job  but  cannot  find  one).  Most  of  those  who  work 
part-time  seem  to  do  so  by  choice;  moreover,  the  proportion  of  part- 
time  workers  who  do  so  for  "economic”  reasons  has  been  declining. 

THE  LEVEL  OF  WAGES 

The  economic  growth  of  the  1980s  produced  only  small  real  wage 
gains  for  workers.  Moreover,  real  wages,  when  adjusted  for  infla¬ 
tion  by  consumer  prices,  have  failed  to  keep  pace  with  worker  pro¬ 
ductivity  since  about  1983 — a  clear  departure  from  the  pattern  of 
preceding  years.  (See  Box  4-2  for  a  discussion  of  potential  biases 
introduced  in  measuring  consumer  price  inflation.)  Although  pro¬ 
ductivity  growth  has  slowed,  from  aroimd  2.8  percent  per  year  be¬ 
fore  1973  to  1.1  percent  per  year  since,  it  has  not  stagnated;  it 
therefore  cannot  explain  these  wage  trends.  After  documenting  the 
trends,  the  following  discussion  explores  two  possible  explanations 
for  them:  changes  in  the  relationship  between  the  consumer  price 
indexes,  used  for  measuring  real  wages  from  the  worker’s  perspec¬ 
tive,  and  overall  price  indexes  used  for  measuring  real  wages  from 
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Chart  4-3  Part-TIma  Emptoymant  for  Economic  Reasons 

The  share  of  part-tiine  workers  who  work  part  time  for  economic  reasons  and  the 

level  of  such  employment  have  declined  recently. 

Percent  of  total  employmert  Percent  of  part-time  worfcira 


1976  1978  1980  1982  1984  1966  1968  1990  1992  1994  1996 

Note:  Data  adjusted  tor  the  Current  PopuMton  Survey  redesign. 

Sources:  Department  of  Labor  and  Council  of  Ecofwmic  Adviaars. 

the  producer’s  perspective;  and  changes  in  the  relationship  between 
wages  and  total  compensation,  which  includes  fringe  benefits  as 
well  as  wages. 


— 

^  Box  4-2. — The  Influence  of  Inflation  Adjustments  on  Measured 
v.  Real  Wages  and  Incomes  ^ 

"4,^  ^  ’H  ;n  ^ 

Standard  analyses  of  wage  and  income  trends  use  the  CPI  to  ad» 

^  just  for  inflation.  But  the  CPOs  a  biased  measure  of  the  cost  of 
t.  living  because  it  does  not  adjust  for  substitution  between  goods  and 
'  may  not  fully  account  for  changes  in  their  quality — ^problems  that 
^are^ described  t&re  fully  in  Chapter  2.  To  the  extent  that  the  CPI 
j^..overstates  inflation,  adjustments  to  wages  and  income  using  the  CPI 
will  understate  actual  growth  in  purchasing  power. 

Chart  4-5  displays  trends  in  wages  from  the  ECI,  adjusted  by  the,* 
official  CPI  and  adjusted  by  CPI  inflation  less  0.5  percentage  point.  " 
^  If  the  CPI  overstates  inflation  by  ’/2  percentage  point,  real  ECI  wages 
"  have  actually  risen  by  almost  10  percent  since  the  early  1980s.  Trends 
f  in  real  income,,  described  in  the  following  chapter,  show  the  same  . 
^^'sensitivity,  to  bias  in  inflation  adjustment.  >: 
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TRENDS  IN  WAGES 

Chart  4-4  shows  annualized  real  changes  in  wages  and  earnings 
over  the  past  decade  and  a  half  using  Hve  different  data  sources 
(Box  4-3)  adjusted  for  inflation  by  the  consumer  price  index  (CPI). 
For  three  of  the  sources,  wages  were  virtually  unchanged  over  the 
period.  Changes  in  median  real  weekly  and  annual  earnings  for 
full-time  workers,  estimated  from  the  monthly  CPS  and  the  annual 
March  CPS,  were  similar  to  those  from  the  employment  cost  index 
(ECI)  despite  several  differences  in  methodology:  the  ECI  data 
measure  mean  rather  than  median  wage  changes,  compute  hourly 
wages  rather  than  weekly  or  annual  earnings,  and  include  part- 
time  as  well  as  full-time  workers.  Of  the  five  series,  only  average 
hourly  earnings,  as  measured  in  the  BLS’s  Current  Employment 
Statistics  (CES)  program,  fell  noticeably  over  this  period.  Unlike 
the  other  series,  the  CES  covers  only  production  and  non- 
supervisoiy  woricers,  who  suffered  relative  wage  declines  in  the 
1980s. 

Chart4-4  MeesurM  of  AnnuaUzed  Real  Wage  and  Earnings  Growth  Since  1962 
Most  indicators  show  that  real  wages  have  remained  relatively  flat  over  the  past  15  years. 


Average  annual  peroenl  Chengs 


Note:  Series  deMed  by  CPHI-X1 . 

Soufoee:  Department  o(  ConMneroe.  Oepertmeni  oi  Labor,  and  Cound  o(  Economic  Advisers. 


An  interesting  feature  of  wage  trends  is  that  they  display  no  ap¬ 
parent  pattern  over  the  business  cycle.  Economic  theoiy  does  not 
offer  a  clear  prediction  of  how  real  wages  should  move  over  the 
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Note:  Wage  data  aie  from  the  emptoyment  cost  index. 

Sources;  Department  of  Labor  and  Council  of  Economic  Advisers. 

cycle.  On  the  one  hand,  we  might  expect  the  greater  demand  for 
labor  during  an  expaubion  to  lead  to  real  wage  increases.  On  the 
other  hand,  as  the  economy  expands,  it  puts  into  production  its  less 
efficient  capital  stock.  To  induce  firms  to  do  this,  prices  of  the 
goods  they  sell  must  rise  relative  to  wages,  which  means  that  real 
wages  must  fall.  Empirically,  the  fact  that  aggregate  measures  of 
the  real  wage  show  little  cyclicality  may  indicate  that  these  two  ef¬ 
fects  are  offsetting. 

A  difficulty  in  identifying  changes  in  wages  over  the  business 
(^cle,  however,  is  that  the  pool  of  employed  workers  changes.  Dur¬ 
ing  recessions,  lower  skilled  and  less  experienced  workers  are  more 
likely  than  others  to  lose  their  jobs.  When  the  economy  recovers, 
these  same  workers  become  reemployed.  Therefore,  during  an  ex¬ 
pansion  the  labor  force  is  likely  to  include  more  low-paid  workers; 
this  depresses  the  average  wage.  Research  shows  that  once  the 
composition  of  the  pool  of  employed  workers  is  controlled  for,  the 
wages  of  male  workers  are  considerably  more  procyclical  than  the 
aggregate  wage  statistics  indicate. 

WAGES  VERSUS  TOTAL  COMPENSATION 

The  discussion  so  far  has  mainly  focused  on  wages.  However,  for 
many  purposes  total  compensation,  which  includes  fringe  benefits, 
may  be  a  more  useful  measure.  Although  real  wages  have  changed 
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^  Box  4-3. — Sources  of  Wage  Data 

Several  data  sources  can  be  used  to  track  trends  in  wages.  Five 
commonly  used  sources  are  the  following: 

•  The  March  CPS,  conducted  by  the  Bureau  of  the  Census, 
reports  median  annual  earnings  for  full-time,  year-round 

c  workers  for  the  preceding  calendar  year. 

•  The  monthly  CPS,  conducted  by  the  Census  Bureau  for  the 
BLS,  asks  one-quarter  of  all  respondents  about  their  “usual” 
weekly  earnings  and  hours  worked  on  their  main  job,  in  order 
to  estimate  the  median  wage  for  all  full-time  workers. 
Earnings  data  from  this  source  are  reported  quarterly. 

•  The  employment  cost  index,  produced  by  the  BLS,  is  based 
on  a  survey  of  wages,  salaries,  and  benefits  in  approximately 
4,700  establishments  in  the  private  sector.  Firms  surveyed 
are  chosen  so  as  to  maintain  a  constant  industry  and 

:  occupational  mix  of  workers,  to  eliminate  the  effects  of 

employment  shifts  between  industries  and  occupations. 

•  The  Current  Sratij/ici  survey,  conducted  by  the 

BLS,  obtains  data  from  nearly  400,000  establishments  in 
private  nooagricultural  industries  regarding  earnings  and 
hours  worked  for  all  production  and  nonsupervisory 
employees.  The  data  can  be  used  to  construct  a  measure  of 
average  hourly  earnings. 

•  The  wage  data  in  the  national  income  and  product  accounts, 
produced  by  the  Bureau  of  Economic  Analysis,  are  based 
on  quarterly  earnings  records  for  workers  covered  by  State 
unemployment  insurance.  Data  on  the  number  of  paid  hours 
from  the  Current  Employment  Statistics  survey  are  used  to 
translate  these  quarterly  data  into  mean  hourly  wage 
measures,  and  these  data  are  supplemented  by  imputation 
for  those  workers  not  represented  in  that  survey. 


little  in  the  last  decade  and  a  half,  total  compensation  has  risen 
modestly  since  the  mid-1980s.  Meanwhile  fringe  benefits,  which 
comprise  roughly  30  percent  of  total  compensation,  have  risen 
sharply.  This  rise  is  driven  primarily  by  rapid  increases  in  the  cost 
of  employer-provided  health  benefits,  which  increased  over  20  per¬ 
cent  in  real  terms  between  1982  and  1994.  However,  employer 
health  costs  have  stabilized  since  1994,  reflecting  some  combina¬ 
tion  of  slower  increases  in  the  prices  of  medical  care  services,  a 
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shift  toward  managed  care,  increased  premium  cost  sharing  with 
employees,  and  a  reduction  in  the  share  of  the  workforce  with  em¬ 
ployer-paid  health  insurance  (Box  4-4).  In  competitive  labor  mar¬ 
kets,  a  rise  in  one  component  of  compensation  might  be  expected 
to  lead  firms  to  reduce  another  component,  so  as  to  keep  total  com¬ 
pensation  in  line  with  worker  productivity.  This  may  have  hap¬ 
pened  during  the  1980s  and  early  1990s,  as  wages  remained  rel¬ 
atively  stagnant  to  compensate  for  sharply  rising  health  beneHt 
costs. 

Even  so,  total  compensation  has  risen  more  slowly  than  have  in¬ 
creases  in  productivity,  when  nominal  compensation  is  adjusted  for 
changes  in  the  prices  of  consumer  goods.  A  possible  explanation  is 
that  producer  prices  have  fallen  relative  to  consumer  prices,  largely 
as  a  result  of  the  decline  in  the  prices  of  many  industrial  goods, 
such  as  computers.  From  the  perspective  of  firms,  prices  for  all  out¬ 
put,  including  investment  goods,  offer  a  better  method  of  adjusting 
trends  in  compensation.  Because  firms  hire  an  additional  employee 
only  if  the  cost  of  doing  so  is  less  than  or  equal  to  the  value  cf  that 
employee’s  output,  a  more  appropriate  measure  to  compare  with 
productivity  may  be  compensation  adjusted  for  all  output  prices.  As 
can  be  seen  in  Chart  4-6,  changes  in  real  compensation,  when  de¬ 
flated  by  output  prices,  have  tracked  changes  in  total  productivity 
more  closely  since  the  mid-1980s  than  when  consumer  prices  are 
used  for  the  a<j(justment. 


JOB  LOSS 

The  threat  of  losing  one’s  job  engenders  justifiable  anxiety,  be¬ 
cause  job  loss  can  result  in  a  lengthy  spell  of  unemployment  and 
a  long-lasting  reduction  in  earnings  even  after  a  new  job  is  found. 
Economic  expansion  creates  dynamism  in  the  labor  market,  with 
reallocation  of  workers  across  sectors,  and  in  such  periods  growth 
in  new  jobs  typically  is  sufficient  not  only  to  lower  the  aggregate 
unemployment  rate  and  to  create  jobs  for  new  entrants  into  the 
labor  force,  but  also  to  accommodate  those  workers  displaced  from 
their  old  ones.  Historically,  the  highest  rates  of  job  loss  tend  to 
occur  during  recessions.  Some  have  claimed  that  it  is  high  today 
for  an  expanding  economy. 

TRENDS  IN  THE  RATE  OF  JOB  LOSS 

The  Displaced  Workers  Survey,  published  by  the  BLS  since  1984 
as  a  biennial  supplement  to  the  Current  Population  Survey,  has  be¬ 
come  an  important  source  of  data  on  job  loss.  This  survey  identifies 
workers  who  have  lost  jobs  within  the  3  to  5  years  before  the  sur¬ 
vey  date,  either  because  their  plant  closed  or  moved,  because  their 
position  or  shift  was  abolished,  or  because  of  insufficient  work.  The 
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Box  4-4. — Trends  in  Employer  Health  Care  Costs 

The  cost  to  employers  of  providing  health  insurance  to  their  em¬ 
ployees  rose  more  rapidly  than  inflation  throughout  the  1980s  and 
early  1990s.  Since  then,  however,  this  trend  has  reversed:  in  the 
past  few  years  firms’  health  insurance  costs  have  actually  fallen  in 
real  terms.  This  turnaround  is  the  result  of  a  combination  of  factors 
including  slower  growth  in  medical  expenditures,  employers  switch¬ 
ing  to  lower  cost  managed  care  plans,  declining  health  coverage  of 
retirees,  and,  possibly,  modest  cost  shifting  to  employees. 

Slower  Growth  in  Medical  Spending.  Overall  private  medical  ex¬ 
penditures  are  increasing  much  more  slowly  than  in  the  past.  Pre¬ 
miums  (employer  and  employee)  at  medium-size  and  large  firms  rose 
by  about  11  percent  in  1991  and  1992,  but  only  2.1  percent  in  1995 
and  0.5  percent  in  1996.  The  move  to  managed  care  may  help  ex¬ 
plain  why  growth  in  health  costs  has  moderated  so  sharply.  Not  only 
are  managed  care  plans  cheaper,  but  their  expansion  may  also  be 
forcing  the  competing  traditional  plans  to  become  more  efficient. 

Coverage  Trends.  Over  the  past  15  years,  employers  have  re¬ 
duced  the  number  of  workers  for  whom  they  provide  health  insur¬ 
ance  coverage.  But  most  of  that  reduction  occurred  before  the  re¬ 
cent  slowing  in  health  benefit  costs.  However,  employers  have  con¬ 
tinued  to  decrease  the  share  of  their  retirees  eligible  for  health  ben¬ 
efits. 

Cost  Shifting.  Employers  have  tried  to  hold  down  rising  health 
benefit  costs  by  shifting  more  responsibility  for  premiums  and  other 
expenses  onto  employees.  But  this  trend  has  moderated  recently. 
Since  1992,  the  percentage  of  workers  whose  employers  fully  fi¬ 
nance  their  health  insurance  has  changed  little.  Nor  has  the  average 
premium  contribution  that  firms  require  their  employees  to  make 
l>een  modified  much  in  recent  years.  Deductibles  and  out-of-pocket 
spending  have  increased  little  in  the  same  period.  One  reason  is  that 
coverage  has  shifted  dramatically  into  managed  care  plans,  which 
typically  have  low  copayments  and  deductibles. 


survey,  which  is  conducted  in  January  or  February  of  every  even- 
numbered  year,  can  be  used  to  examine  trends  in  displacement 
rates,  the  characteristics  of  dislocated  workers,  and  the  costs  asso¬ 
ciated  with  permanent  job  loss.  Most  of  the  results  reported  in  the 
survey,  and  all  those  reported  here,  reflect  job  displacement  for  so- 
called  long-tenure  workers:  those  who  were  employed  in  their  pre¬ 
vious  job  for  3  or  more  years.  The  rationale  for  this  focus  is  that 
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4-4. — Trends  in  Employer  Health  Care  Costs 

cost  to  employers  of  providing  health  insurance  to  their  em- 
p^.j^yecs  rose  more  rapidly  than  inflation  throughout  the  1980s  and 
1990a.  Since  then,  however,  this  trend  has  reversed:  in  the 
lehr  years  Hrms’  health  insurance  costs  have  actually  fallen  is 
tescms.  Tihis  turnaround  is  the  result  of  a  combination  of  factors 
slower  growth  in  medical  expenditures,  employers  switch- 
cost  managed  care  plans,  declining  health  coverage  of 
and,  possibly,  modest  cost  shifting  to  employees. 

ISkmer  Growth  in  Medical  Spending.  Overall  private  medical  ex- 
ires  are  increasing  much  more  slowly  than  in  the  past.  Pre- 
(employer  and  employee)  at  medium-size  and  large  firms  rose 
i^nt  11  percent  in  1991  and  1992,  but  only  2.1  percent  in  1995 
|;>iPBt  0.5  percent  in  1996.  The  move  to  managed  care  may  help  ex- 
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managed  care  plans  cheaper,  but  their  expansion  may  also  be 
the  competing  traditional  plans  to  become  more  efficient. 
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Chart  4-6  Raai  CompanaaUon  and  Labor  ProducMtir 

Real  hourty  oompensalion  ndten  delaled  by  oubMt  prices  has  risen  at  tie  same 
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individuals  with  lengthy  job  tenure  are  likely  to  have  the  most  se¬ 
vere  a4justment  problems  when  displaced. 

Chart  4-7  shows  trends  in  the  rate  of  job  displacement  among 
long-tenure  workers  since  the  early  1980s.  As  one  mi^t  have  ex¬ 
pected  from  the  deep  recession  of  1981-82,  job  dislocation  rates 
were  high  during  this  period.  As  the  economy  recovered  in  the  mid- 
1980s,  displacement  rates  fell.  The  recession  the  eariy  1990s 
again  saw  increasing  rates  of  displacement:  job  loss  in  1991-92  was 
as  prevalent  as  it  had  been  in  1^1-82,  even  though  the  earlier  re¬ 
cession  was  much  more  severe.  Although  displacement  statistics 
from  the  1993-94  period  are  calculated  from  unpublished  data  and 
may  not  be  directly  comparable  to  earlier  years,  displacement  rates 
appear  to  have  subsided  to  the  level  that  prevailed  for  most  the 
late  1980s.  Displacement  rates  were  quite  a  bit  lower,  however,  in 
1987-88,  even  thou^  the  unemployment  rate  in  those  years  was 
close  to  that  in  1993-94.  One  may  infer  from  these  data  that  some 
of  the  problems  of  job  loss  are  persisting  even  in  the  face  of  a 
healthy  economic  expansion. 

Other  measures,  such  as  the  monthly  CPS,  indicate  that  the  rate 
of  job  loss  has  fallen  significantly  in  recent  years.  Hie  monthly  CPS 
obtains  information  not  only  on  labor  maricet  status,  but  also  <m 
the  reasons  why  an  unemployed  worker  began  looking  for  work  and 
the  length  of  time  spent  looking.  Job  losers  who  are  not  on  layoff 
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Chart  4-7  Dtaplacamant  Rate  Among  Long-Tanura  Workers 

The  rate  of  job  dtaplacement  in  1993-94  was  roughly  comparable  to  that  in  most  of  the  mid-1980s 
except  for  the  1967-88  period,  when  it  was  much  lower. 

PwcwX  of  Iarig4enure  amptoyment 


1961-82  196344  196646  196748  198940  1991-92  1993-94 

Note:  Oaia  aner  198940  are  adiMted  for  nonraaponae  and  are  not  strictly  comparable  with  data  trom 
aarler  years. 

Sources:  Tlirouiyi  199142,  Department  of  Labor.  Caleulalions  lor  1993-94  are  by  H.  Fatber, 
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may  be  thought  of  as  “permanent”  job  losers,  even  though  they  may 
have  been  fired  for  cause  or  have  some  chance  of  eventually  being 
recalled.  The  number  of  these  job  losers  unemployed  for  less  than 
5  weeks  is  an  indicator  of  the  number  experiencing  permanent  job 
loss.  These  data  are  valuable  because  the  CPS  is  the  standard  sur¬ 
vey  of  labor  market  behavior  and  because  the  data  are  available  on 
a  regular  basis.  However,  displaced  workers  who  find  a  new  job 
without  an  intervening  spell  of  unemployment  are  not  captured  by 
this  measure.  Chart  4-8  shows  that  job  loss  by  this  measure  has 
declined  over  the  last  few  years  and  is  currently  comparable  to  the 
rates  observed  throughout  much  of  the  late  1980s. 

Initial  unemployment  insurance  (UI)  claims  provide  another 
measure  of  job  loss.  Initial  UI  claims  have  declined  throughout  the 
current  expansion;  weekly  claims  have  fallen  by  about  one-third 
since  the  1990-91  recession.  Although  the  share  of  unemployment 
spells  that  are  compensated  has  declined  over  time,  recent  trends 
fairly  accurately  reflect  changes  in  the  number  of  workers  who 
have  lost  jobs  or  been  laid  off.  These  data  are  obtained  from  the 
administrative  records  of  the  UI  system  and  represent  a  complete 
count  of  layoff  activity  that  leads  to  a  UI  claim,  rather  than  a  sam¬ 
ple.  The  weaknesses  of  these  data  are  that  they  include  temporary 
as  well  as  permanent  job  loss  and  that  they  do  not  capture  job 
losses  that  do  not  lead  to  a  UI  claim. 
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Chart  4^  Pennanant  Job  Loaers  Unamployed  Last  Than  5  Weeks 

The  percentage  of  unemployed  tworkers  who  recently  experienced  a  permanent  job 

loss  was  low  in  the  mid-1990s. 
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Sources:  Depwlment  of  Labor  and  Cound  of  economic  Mvisers. 

The  distribution  of  job  displacements  has  apparently  changed 
over  time.  Workers  in  service-producing  industries  and  white-collar 
occupations  have  become  more  vulnerable  to  job  displacement, 
whereas  blue-collar  and  manufacturing  workers  have  become  rel¬ 
atively  less  prone  to  lose  their  jobs.  Thus,  whereas  service-produc¬ 
ing  industries  accounted  for  about  a  third  of  all  long-tenure  dis¬ 
placed  workers  in  the  1979-84  period,  this  sector’s  share  has  re¬ 
cently  climbed  to  over  one-half.  Similarly,  white-collar  workers  rep¬ 
resented  about  40  percent  of  those  displaced  in  the  early  1980s  but 
now  constitute  more  than  half  of  job  losers.  Older  and  more  edu¬ 
cated  workers  also  are  exposed  to  greater  risk  of  displacement  than 
in  the  past.  The  bottom  line  is  that  the  risk  of  job  loss  is  now 
spread  over  a  wider  cross  section  of  employees. 

THE  COSTS  OF  JOB  LOSS 

The  costs  of  losing  one’s  job  include  lost  wages  during  any  subse¬ 
quent  unemployment  and  any  wage  reduction  or  loss  of  fringe  ben¬ 
efits  that  results  when  a  new  job  is  obtained.  Displaced  workers 
are  now  finding  new  jobs  more  quickly  than  in  the  past,  thus  re¬ 
ducing  the  first  of  these  costs.  Among  workers  displaced  in  the 
1979-83  and  1981-85  periods,  60  percent  and  67  percent  were  re¬ 
employed  by  1984  and  1986,  respectively.  In  contrast,  68  percent 
and  74  percent  of  workers  displaced  in  the  1991-93  and  1993-95 
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periods  were  reemployed  by  1994  and  1996,  respectively,  even 
though  the  shorter  time  period  should  have  produced  lower  reem¬ 
ployment  rates.  The  shift  in  the  composition  of  displacement,  from 
less  educated  to  more  educated  workers,  may  explain  some  of  the 
increase  in  reemployment  probabilities,  as  more  schooling  generally 
helps  ease  workers’  adjustment  into  alternative  career  paths. 

Dislocated  workers  who  find  new  full-time  jobs  often  suffer  a  lin¬ 
gering  decline  in  real  earnings.  Some  evidence  indicates  that  6  or 
more  years  after  displacement,  the  median  displaced  worker’s  earn¬ 
ings  remain  roughly  10  percent  below  what  that  worker  might  oth¬ 
erwise  have  expected  to  earn.  That  figure  does  not  appear  to  have 
changed  much  over  time.  More  educated  workers  appear  to  face 
smaller  displacement  costs,  as  their  earnings  losses  are  smaller 
than  those  of  less  educated  workers.  Furthermore,  currently  almost 
15  percent  of  reemployed  workers  who  had  health  insurance  at 
their  old  jobs  receive  no  such  coverage  from  their  new  employers. 
However,  this  represents  a  considerable  improvement  from  the 
early  1980s,  when  over  one-quarter  of  previously  insured  displaced 
workers  did  not  receive  health  insurance  at  their  new  jobs.  Never¬ 
theless,  the  costs  of  displacement  are  substantial  for  a  large  num¬ 
ber  of  workers. 

Taken  as  a  whole,  these  results  suggest  that  any  sense  of  greater 
vulnerability  to  job  loss  is  likely  to  be  the  result  of  a  broadening 
of  the  risk  of  job  displacement  to  groups  of  workers  who  had  been 
relatively  immune.  Among  those  who  do  lose  their  jobs,  the  adjust¬ 
ment  difficulties  that  follow  job  displacement  are  actually  modestly 
less  than  in  previous  years. 

JOB  STABILITY 

A  number  of  prominent  U.S.  firms  that  used  to  maintain  policies 
of  "lifetime  employment”  for  their  workers  have  recently  abandoned 
those  policies.  These  well-publicized  reversals  may  have  led  to  the 
widespread  perception  that  jobs  in  general  are  less  stable  than  they 
used  to  be.  However,  jobs  at  these  firms  probably  never  comprised 
more  than  a  very  small  share  of  national  employment.  To  arrive  at 
a  more  accurate  picture  of  job  stability  in  l^e  United  States,  one 
needs  to  examine  the  evidence  for  the  labor  market  as  a  whole. 

One  well-known  study  that  explored  job  duration  in  the  1970s 
found  that  many  workers  could  reasonably  look  forward  to  "lifetime 
jobs.”  A  significant  proportion  of  workers  held  their  jobs  for  20 
years  or  more.  A  more  recent  investigation  shows  that  lifetime  jobs 
are  just  as  prevalent  in  the  1990s  as  they  were  during  the  1970s. 
For  instance,  in  1993  the  median  45-  to  54-year-old  male  worker 
and  th^'  median  55-  to  64-year-old  male  worker  had  been  employed 
at  their  current  jobs  for  about  12  and  14  years,  respectively,  and 
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over  one-quarter  of  both  groups  had  held  their  jobs  for  20  years  or 
more.  These  statistics  are  virtually  identical  to  those  obtained  in 
several  different  surveys  throughout  the  1970s  and  1980s  (Chart 
4-9),  refuting  the  notion  of  a  widespread  reduction  in  employment 
stability. 

Ct)art4-e  Madtan  Job  Duration  for  IMm  by SatociMtAg* 

Job  anachnwnt  between  Arms  and  wortcert  has  ctwnged  NMe  over  time. 
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SowoK  UnpuHWwd  cOculUtont  by  H.  Fatbar,  Pilnoalon  iMvanlly. 

Job  durations  have  changed  for  certain  demographic  groups, 
however.  In  particular,  the  trend  toward  greater  female  labor  force 
participation  is  likely  to  have  contributed  to  greater  job  tenure 
among  currently  employed  women.  Conversely,  employment  stabil¬ 
ity  appears  to  have  declined  for  high  school  dropouts. 

A  study  conducted  by  the  National  Ciommission  on  Employment 
Poli^,  however,  reported  potentially  contradictory  evidence  regard¬ 
ing  job  stability  for  the  workforce  as  a  whole.  Using  a  method  simi¬ 
lar  to  the  study  just  discussed,  this  study  also  found  no  change  in 
employment  stability.  It  also  implemented  an  alternative  method, 
using  longitudinal  data  for  each  year  of  the  1970s  and  1980s  and 
examining  respondents’  answers  to  the  question,  "Did  you  have  an¬ 
other  main  employer  during  the  previous  12  months?”  It  found  that 
the  share  of  workers  reporting  having  had  another  main  employer 
two  or  more  times  in  that  period  had  increased  between  the  two 
decades.  Because  these  data  pertain  to  other  main  jobs,  they  do  not 
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necessarily  provide  direct  evidence  for  job  stability  on  the  first  job 
when  workers  hold  multiple  jobs. 


WORKER  ANXIETY 

How  have  workers  responded  to  the  changes  facing  them  in  the 
labor  market?  Press  reports  suggest  that  a  prevailing  general  sense 
of  economic  uncertainty  has  led  workers  to  wony  about  their  own 
prospects  in  the  labor  market.  Researchers  can  get  a  reading  of 
workers’  anxiety  over  their  economic  circumstances  in  at  least  two 
ways.  Public  opinion  polling  directed  at  workers’  sense  of  job  secu¬ 
rity  is  one  approach.  Another  is  to  examine  aspects  of  worker  be¬ 
havior  that  are  linked  to  feelings  of  security. 

PUBLIC  OPINION  POLLS 

For  more  than  two  decades,  a  leading  nationwide  opinion  re¬ 
search  organization  has  been  asking  workers,  “How  likely  is  it  that 
you  will  lose  your  job  over  the  next  12  months?”  The  proportion  of 
respondents  who  believed  that  they  were  “not  at  all  likely”  to  lose 
their  jobs  was  lower  in  1996  (51  percent)  than  in  1991  (about  60 
percent),  even  though  the  economy  was  suffering  through  a  reces¬ 
sion  in  the  earlier  year.  In  fact,  the  low  proportion  of  workers  with 
this  strong  sense  of  job  security  in  1996  is  similar  to  the  unusually 
low  level  reached  in  1983,  shortly  after  the  unemployment  rate 
peaked  at  nearly  11  percent  during  the  worst  recession  since  World 
War  II.  However,  the  decline  in  the  share  of  respondents  who  con¬ 
sidered  job  loss  “not  at  all  likely”  has  been  mirrored  by  an  increase 
in  the  share  saying  that  it  was  “not  too  likely.”  The  share  saying 
that  it  was  “veiy  or  fairly  likely”  that  they  would  lose  their  jobs 
has  changed  little.  Accordingly,  these  polls  suggest  that  more  peo¬ 
ple  than  before  are  feeling  a  moderate,  but  not  a  high,  risk  of  job 
loss. 

At  the  same  time,  workers  also  express  a  perception  that  jobs  are 
readily  available.  For  many  years  a  national  business  association 
has  surveyed  individuals  about  their  views  on  the  availability  of 
jobs.  The  pattern  of  their  responses  has  closely  matched  trends  in 
unemployment.  Another  survey  of  consumer  sentiment,  conducted 
by  the  University  of  Michigan,  also  shows  that  consumer  percep¬ 
tions  about  the  job  market  are  consistent  with  economic  conditions 
prevailing  at  the  time.  Appropriately,  the  current  low  level  of  un¬ 
employment  is  reflected  in  recent  results  from  both  these  surveys, 
which  indicate  that  workers  are  not  overly  concerned  about  job 
availability. 
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QUIT  BEHAVIOR 

Workers  do  appear  to  have  changed  their  behavior  in  ways  that 
are  consistent  with  feelings  of  increased  anxiety  about  their  jobs. 
In  particular,  workers  have  become  more  reluctant  to  quit  their 
jobs.  T^ically,  during  periods  ci  prosperity,  workers  employed  in 
jobs  they  feel  are  a  bad  match  for  them  often  quit  to  look  for  new 
work  for  which  their  skills  would  be  more  appropriate.  Quits  gen¬ 
erally  fall  during  recessions,  when  new  jobs  are  harder  to  find.  For 
any  two  comparable  points  in  the  business  cycle,  a  lower  overall 
quit  rate  may  indicate  greater  worker  anxiety,  because  it  sxiggests 
that  workers  fear  they  will  not  be  able  to  ftnd  or  keep  a  new  job 
if  they  quit  their  current  one. 

One  measure  of  how  many  workers  are  quitting  their  jobs  to  look 
for  new  work  is  provided  by  the  CPS,  which  reports  the  percentage 
of  the  labor  force  that  has  become  unemployed  within  the  previous 
5  weeks  because  of  having  quit.  Chart  4-10,  which  plots  this  meas¬ 
ure,  shows  the  expected  strong  ^dical  pattern  to  quit  behavior. 
The  current  expansion  is  no  exception,  although  the  rise  is  less 
sharp  than  that  in  the  previous  expansion,  and  quits  fell  slightly 
last  year.  Five  years  into  the  current  expansion,  qwts  are  still  con¬ 
siderably  less  prevalent  than  in  the  1970s  or  1980s — a  finding  that 
is  consistent  with  lingering  woricer  anxiety. 

Ctiart4-10  Job  Leavers  Unemployed  Less  Than  $  We<lM 

The  percentage  of  unemployed  workers  wtw  quit  their  |obB  in  the  last  5  weeks  was 

relatively  low  in  the  mid-1990s  given  the  lengSi  of  the  expansion. 
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POUCIES  TO  MITIGATE  THE  COSTS  OF 
ECONOMIC  CHANGE 

Hie  Federal  Government  has  many  policies  and  programs  at  its 
disposal  to  reduce  the  costs  that  eomomic  growth  and  change  im¬ 
pose  Ml  some  wMicers.  The  main  pcdicy  instrument  that  addresses 
some  the  immediate  needs  of  workers  who  lose  their  jobs  is  the 
unemployment  insurance  system.  Other  policies,  such  as  manda¬ 
tory  advance  notice  of  layers,  may  provide  short-term  benefits  as 
wdl.  Still  other  policies,  including  education  and  training  pro¬ 
grams,  are  vital  for  improving  the  longer  term  fortunes  of  those 
hurt  by  economic  diange.  These  are  discussed  briefly  here  and  in 
more  detail  in  Chapter  5. 

UNEMPLOYBdENT  INSURANCE 

Created  in  1935  as  part  cf  the  Social  Security  Act,  the  UI  system 
has  two  main  goals:  to  worir  as  an  economic  stabilizer,  expanding 
CMisumer  spending  during  periods  of  heavy  job  loss,  and  to  provide 
economic  security  for  woilrers  throu^  income  maintenance.  The 
Federal  Government  maintains  control  over  the  broad  design  of  the 
Ul  tystem,  hut  States  have  CMisiderable  autonomy  in  tailoring  the 
program’s  features  within  their  jurisdictions.  Ul  provides  weekly 
benefits  to  woricers  who  have  been  laid  off  or  who  have  lost  their 
jobs  for  reasMis  other  than  misconduct  or  a  labor  dispute.  Only 
WMdmrs  with  a  suffidMitly  long  employment  history  (usually  two 
calendar  quarters  of  significant  employment)  are  eligible.  Ben^ts 
are  a  fraction  of  average  weekly  earnings  on  the  job  that  was  lost, 
up  to  a  maximum  dollar  amount,  and  paid  up  to  26  weeks  in  most 
States.  This  fractiMi,  called  the  replacement  rate,  is  typically  be¬ 
tween  50  and  70  percent.  Benefits  are  financed,  in  most  States,  by 
a  payrcdl  tax  levied  on  firms. 

UI  ben^ts  help  woricers  weather  periods  of  unemployment,  since 
the  benefits  allow  workers  to  maintain  consumption  patterns  closer 
to  those  observed  prior  to  the  job  loss.  Another  potential  benefit  of 
the  Ul  tystem  is  that  it  may  improve  the  match  between  woricers 
and  firms  upMi  reMnployment:  UI  may  provide  individuals  the  fi¬ 
nancial  resources  to  prolmig  their  job  search  until  they  receive  an 
(^er  api»opriate  to  their  skills.  However,  little  empirical  evidence 
supports  the  propositiMi  that  longer  search  periods  translate  into 
better  job  matdies,  as  measured  by  hi^er  future  earnings. 

Although  the  Ul  tystem  has  benefited  millions  of  woricers  over 
the  years,  these  benefits  do  not  come  without  costs.  In  particular, 
a  significant  bo^  of  evidence  supports  the  contention  that  hitter 
UI  ben^ts  lead  to  longer  unemployment  spells.  Providing  benefits 
to  unemployed  workers  reduces  their  incentive  to  search  inten¬ 
sively  for  a  new  job.  Research  suggests  that  a  lO-percentage-point 
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increase  in  the  replacement  rate  of  UI  benefits  leads  to  an  addi¬ 
tional  1  to  1.5  weeks  of  unemployment,  when  an  insured  unemploy¬ 
ment  spell  typically  lasts  roughly  15  weeks.  Job-finding  rates  also 
increase  somewhat  as  the  exhaustion  of  benefits  approaches. 

Some  States  and  the  U.S.  Department  of  Labor  have  investigated 
whether  changes  in  the  UI  program  can  reduce  imemployment  du¬ 
rations  and  improve  subsequent  employment  outcomes  in  a  cost-ef¬ 
fective  manner.  The  research  was  undertaken  in  the  form  of  con¬ 
trolled  experiments.  Woricers  were  randomly  assigned  to  treatment 
and  control  groups;  those  in  the  control  groups  received  benefits 
under  the  rules  of  the  masting  program,  while  treatment-group 
participants  were  subject  to  an  alternative,  experimental  set  of 
rules.  With  random  assignment,  members  of  the  different  groups 
can  be  assumed  to  have  similar  characteristics,  so  that  any  dif¬ 
ferences  in  outcomes  can  be  attributed  specifically  to  the  difference 
in  policy. 

The  first  set  of  experimental  policies  included  job  search  assist¬ 
ance.  Treatment-group  members  were  eligible  for  services  such  as 
instruction  in  how  to  find  a  job,  and  for  periodic  meetings  with  em¬ 
ployment  coimselors.  These  programs  were  generally  found  effec¬ 
tive  both  in  reducing  unemployment  durations  and  in  increasing 
earnings  during  the  first  year  or  two  following  reemployment.  One 
difficulty  in  interpreting  the  results,  however,  is  that  one  cannot  be 
sure  whether  the  favorable  effect  was  cavised  by  the  job  search 
services  themselves  or  by  the  more  rigorous  monitoring  of  worker 
search  activities  that  accompanied  them.  Nevertheless,  the  appar¬ 
ent  success  of  these  experiments  led  the  Congress  to  pass  a  law  in 
1993  requiring  States  to  institute  job  search  assistance  for  woriters 
identified  as  likely  to  be  hard  to  place. 

States  have  also  experimented  with  paying  reemployment  bo¬ 
nuses  to  workers  who  find  jobs  within  a  certain  period  after  filing 
a  UI  claim;  self-employment  assistance  programs  with  UI  pay¬ 
ments  as  support;  and  training  programs  targeted  at  dislocated 
workers.  Of  these,  only  the  self-employment  assistance  programs 
yielded  generally  positive  results.  The  proportion  of  unemployed 
workers  starting  their  own  businesses  roughly  doubled,  although  it 
remains  quite  low.  Over  an  18-month  follow-up  period,  failure  rates 
for  these  businesses  were  no  different  from  those  observed  for  busi¬ 
nesses  started  by  control-group  members. 

The  reemployment  bonus  experiments  yielded  mixed  results:  in 
some  but  not  all  cases  the  savings  in  reduced  UI  benefits  exceeded 
the  costs  of  bonus  payments  and  additional  administrative  ex¬ 
penses.  It  is  also  possible,  however,  that  a  more  widespread  use  of 
bonuses  would  increase  the  share  of  workers  filing  UI  claims. 

Short-term  training  programs  generally  have  not  been  as  suc¬ 
cessful  as  other  policies  in  improving  the  labor  market  outcomes  of 


dislocated  workers — a  result  that  contrasts  with  the  findings  of 
similar  programs  targeted  at  low-income,  low-skilled  workers.  Pro¬ 
grams  to  support  longer  term  training — ^for  example,  those  that 
provide  funding  for  higher  education — ^may  yield  significant  bene¬ 
fits,  but  no  formal,  controlled  experiment  has  so  far  examined  such 
programs. 

Changes  in  the  economy  have  also  had  profound  effects  on  the 
UI  system.  Most  notably,  the  share  of  unemployed  workers  who  re¬ 
ceived  UI  benefits  has  fallen  dramatically  since  the  early  1980s. 
This  reduction  has  been  attributed  to  demographic  shifts  in  the 
workforce,  a  reduction  in  imion  membership,  regional  shifts  in  em¬ 
ployment,  and  tightened  State  eligibility  requirements.  Payment  of 
extended  benefits  during  recessions  (beyond  the  regular  maximum 
duration)  has  been  less  likely,  because  the  trigger  that  starts  these 
payments  is  tied  to  an  insured  unemployment  rate  that  now  is  a 
less  reliable  indicator  of  economic  conditions.  As  a  consequence, 
during  the  last  two  recessions  the  Congress  authorized  temporary 
emergency  programs  that  did  not  depend  on  the  extended  benefits 
triggers.  Such  ad  hoc  adjustments  may  not  be  well  timed  to  the  be¬ 
ginnings  and  ends  of  recessions.  The  question  of  which  is  the  cor¬ 
rect  trigger  to  use  for  this  program  has  resulted  in  changes  in  the 
law,  which  now  authorize  States  to  adopt  a  total  unemployment 
rate  trigger  for  the  extended  benefits  program  if  they  so  desire. 

In  addition,  inflation  has  significantly  eroded  the  value  of  the 
taxable  wage  base,  upon  which  UI  taxes  are  imposed.  The  Federal 
wage  base,  currently  set  at  $7,000,  is  not  indexed  for  inflation  and 
has  fallen  dramatically  in  real  terms.  (Although  many  States  have 
a  higher  base,  it  is  less  than  $10,000  in  most  larger  States.)  Early 
in  the  life  of  the  UI  system,  in  the  late  1930s,  the  taxable  wage 
base  was  set  at  $3,000  (over  $35,000  in  1996  dollars),  and  only  rel¬ 
atively  small,  infrequent  adjustments  have  been  made  since  then. 
Such  a  low  base  makes  the  UI  tax  similar  to  a  head  tax  that  is 
disproportionally  levied  on  firms  that  employ  low-wage  workers. 
The  nominally  rigid  taxable  wage  base,  combined  with  the  fact  that 
UI  benefits  are  indexed  in  many  States  and  increased  regularly  in 
others,  requires  periodic  adjustments  in  State  UI  tax  rates. 

ADVANCE  NOTICE 

Another  way  to  reduce  the  costs  of  job  loss  is  to  require  firms  to 
give  advance  notice  to  workers  about  to  be  displaced. 
Prenotification  has  a  variety  of  potential  benefits.  It  gives  individ¬ 
uals  time  to  search  for  a  new  position  while  still  working,  which 
may  shorten  unemployment  spells  or  prevent  them  altogether. 
Other  types  of  adjustment  assistance  (e.g.,  job  counseling,  skills  re¬ 
training,  or  outplacement  assistance)  may  also  be  more  effective 
and  easier  to  administer  if  individuals  are  still  reporting  for  work. 
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Finally,  if  the  notice  is  given  sufficiently  far  in  advance,  workers 
may  be  able  to  switch  their  human  capital  toward  skills  that  are 
likely  to  be  useful  to  their  future  employers.  Although  legislation 
requiring  advance  notice  has  been  enacted,  a  variety  of  exemptions 
limit  the  number  of  firms  required  to  provide  notice.  It  is  unclear 
whether  the  legislation  has  increased  the  share  of  workers  who  are 
actually  notified. 

For  those  displaced  workers  who  receive  it,  advance  notice  does 
appear  to  reduce  adjustment  problems.  Recent  studies  suggest  that 
individuals  receiving  at  least  2  months  of  advance  notice  are  out 
of  work  up  to  1  week  less  and  earn  around  10  percent  more  in  their 
new  jobs  than  do  those  receiving  no  notice.  Despite  only  modest  re¬ 
ductions  in  joblessness,  pay  might  increase  tlurough  at  least  two 
mechanisms.  First,  employers  who  provide  advance  notice  may  also 
tend  to  provide  other  forms  of  readjustment  assistance  that  might 
lead  to  wage  gains  upon  reemployment.  Second,  notified  workers 
remain  jobless  almost  as  long  as  other  workers,  but  may  find  new 
jobs  that  better  match  their  skills  and  qualifications.  The  available 
evidence  lends  support  to  both  of  these  possibilities. 

REFORMING  TRAINING  AND  REEMPLOYMENT 
SERVICES 

Both  the  Administration  and  the  Congress  have  proposed  consoli¬ 
dating  many  of  the  roughly  100  separate  education  and  training 
programs  now  administered  by  the  Departments  of  Labor  and  Edu¬ 
cation  and  reforming  the  overall  system.  Some  of  the  proposed  re¬ 
forms  are  intended  to  help  dislocated  workers.  A  crucial  element  is 
the  establishment  of  one-stop  career  centers  where  workers  can 
find  out  about  employment  opportunities  and  training  programs 
and  apply  for  unemployment  benefits.  These  centers  are  already 
being  established  in  many  States. 

PORTABILITY  OF  PENSION  AND  HEALTH  CARE 
BENEFITS 

The  costs  of  job  transition  are  higher  than  they  need  to  be  in 
part  because  of  the  frictions  involved  in  transferring  pension  and 
health  care  benefits.  This  is  a  significant  cause  of  “job  lock,”  in 
which  workers  are  reluctant  to  leave  their  current  jobs  because 
they  fear  they  will  not  be  able  to  transfer  their  benefits.  Many  of 
these  frictions  can  be  eliminated,  and  recently  some  important 
strides  down  this  path  have  been  made.  The  minimum  wage  legis¬ 
lation  passed  in  August  1996  contained  a  pension  simplification 
initiative  aimed  at  making  portable  pensions  more  available.  New 
Internal  Revenue  Service  regulations  seek  to  do  the  same.  Another 
recent  success  is  the  enactment  of  the  Health  Insurance  Portability 
and  Accountability  Act  of  1996  (the  Kassebaum-Kennedy  bill). 
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which  ensures  continued  health  care  coverage  for  workers  with  pre¬ 
existing  conditions  who  lose  or  change  their  jobs.  The  Administra¬ 
tion  has  also  proposed  continuing  health  insurance  for  unemployed 
workers.  Such  a  policy  would  further  the  goal  of  reducing  the  fric¬ 
tions  associated  with  changing  jobs. 

CONCLUSIONS 

Over  the  long  run,  sound  economic  policies  that  lead  to  low  levels 
of  unemployment  and  hi^  rates  of  economic  growth  are  likely  to 
produce  gains  for  most  workers.  Technological  change  and  an  in¬ 
creasingly  competitive  marketplace  also  help  promote  the  condi¬ 
tions  necessary  for  such  growth.  Most  of  the  available  evidence  sug¬ 
gests  that  the  U.S.  labor  market  is  quite  robust,  with  significant 
job  growth  in  the  Li|^er  paying  sectors,  some  evidence  of  reduced 
job  loss,  and  a  level  of  job  stability  that  probably  is  no  different 
today  from  what  it  was  20  years  ago. 

Nevertheless,  some  costs  have  been  incurred.  Government  has  a 
role  in  lessening  the  burden  that  economic  growth  causes  for  some 
workers.  Some  policies  have  been  put  in  place,  and  others  have 
been  proposed,  that  should  help  reduce  these  costs  without  sacrific¬ 
ing  growth  in  the  economy. 

One  important  potential  cost  of  economic  growth  that  this  chap¬ 
ter  has  not  addressed  is  increased  inequality:  the  danger  that  those 
at  the  bottom  of  the  earnings  distribution  will  find  themselves  fall¬ 
ing  ever  further  behind  the  rest.  Chapter  5  explores  issues  of  in¬ 
equality  in  far  greater  detail. 
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CHAPTERS 


Unqualify  and  Economic  Bewards 
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THE  PAPER  AND  INK  USED  IN  THE  ORIGINAL  PUBLICATION 
MAY  AFFECT  THE  QUALITY  OF  THE  MICROFORM  EDITION 


RECENT  TRENDS  IN  INEQUALITY 

Before  addressing  longer  term  trends  in  inequality,  we  briefly  ex¬ 
plore  the  record  of  the  recent  past.  Although  it  is  too  soon  to  tell 
whether  a  break  in  the  long-term  trend  toward  greater  income  in¬ 
equality  has  occurred,  income  statistics  over  the  past  few  years  do 
show  some  reduction.  From  1993  to  1995,  income  gains  were  ob¬ 
served  throughout  the  income  distribution,  but  the  percentage  in¬ 
creases  were  the  largest  for  low-income  households.  One  way  to 
view  these  changes  is  to  separate  households  into  five  equal  groups 
based  on  their  income  (called  quintiles)  and  estimate  the  increase 
in  income  received  by  each  quintile.  Chart  5-1  displays  the  results 
of  such  an  analysis  for  the  1993-95  period.  It  shows  that  this  period 
has  seen  gains  for  each  quintile,  which  were  largest  for  the  lowest 
quintile  and  smallest  for  the  hipest. 

Chart  5-1  Real  Household  tncomeGroiartti  by  Quintile  from  1993  to  1995 
Poor  households  experienoed  the  largest  irKxxne  gains  from  1993  to  1995. 


Average  annual  peioets  change 


OuMiel  QuMlea  Quinl«e3  QuintHe4  QuintileS 


Note:  Household  iioame  adlusied  by  Cei-O- 

Source;  Deparlmenl  ol  Conanerce. 


The  “rising  tide”  theory  mi^t  have  predicted  such  results,  given 
the  ongoing  economic  expansion.  Yet  recent  historical  experience 
indicates  that  expansions  do  not  always  reduce  inequality.  Con¬ 
sider,  for  example,  three  years — 1979,  1987,  and  1995 — when  eco¬ 
nomic  performance  was  similar:  in  all  three  years  gross  domestic 
product  (GDP)  grew  by  about  2  to  3  percent,  the  unemployment 
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rate  was  about  6  percent,  and  the  economy  had  been  expanding  for 
a  few  consecutive  years.  Yet  whereas  the  percentage  of  the  popu¬ 
lation  living  in  poverty  (i.e.,  the  poverty  rate)  fell  by  0.7  percentage 
point  in  1995,  it  actually  rose  by  0.3  percentage  point  in  1979  and 
fell  by  only  0.2  percentage  point  in  1987.  The  Gini  index  of  house¬ 
hold  income  inequality  (which  ranges  from  0,  indicating  perfect 
equality  across  income  quintiles,  to  1,  which  would  indicate  ^t  all 
income  is  going  to  the  top  quintile)  rose  in  both  1979  and  1987,  but 
fell  in  1995.  Recent  data  show  that  inequality  has  been  reduced  be¬ 
yond  what  would  have  been  predicted  by  cyclical  factors. 

Although  these  results  are  encouraging,  it  is  too  soon  to  tell 
whether  the  longer  term  trends  of  increasing  inequality  have  been 
reversed.  The  remainder  of  this  chapter  focuses  on  these  longer 
term  trends. 


EARNINGS  INEQUALITY 

The  incomes  of  most  people  consist  mainly  of  earnings  from 
labor.  A  large  component  of  income  differentials  across  households 
can  be  attributed  to  differences  in  the  earnings  of  individuals.  An 
examination  of  earnings  is  also  facilitated  by  the  individual  nature 
of  the  measure:  it  is  not  necessary  to  adjust  for  the  changes  in 
household  composition  that  so  complicate  discussions  of  household 
income.  This  section  documents  trends  in  earnings  inequality  in 
general,  trends  across  woticers  with  different  characteristics,  and 
trends  across  workers  with  similar  characteristics,  before  attempt¬ 
ing  to  identify  the  factors  that  can  help  explain  the  observed  rise 
in  inequality  over  time. 

DOCUMENTING  TRENDS  IN  EARNINGS  INEQUALITY 

Because  earnings  are  a  function  of  both  the  wage  rate  and  the 
number  of  hours  worked,  we  concentrate  here  on  full-time,  year- 
round  workers  so  as  to  abstract  from  any  biases  due  to  changes  in 
working  hours  over  time.  Men’s  earnings  are  the  focus  of  this  anal¬ 
ysis,  because  the  increasing  labor  force  participation  of  women  over 
time  may  have  altered  the  composition  of  the  female  workforce  in 
ways  that  might  distort  the  results.  For  instance,  if  women  with 
higher  earnings  potential  have  entered  the  labor  market  at  a  faster 
rate  in  recent  years,  measured  inequality  would  appear  to  have  in¬ 
creased,  even  if  the  underlying  distribution  of  wages  for  women 
continuously  employed  has  remained  imchanged.  After  examining 
earnings  inequality  among  men,  we  briefly  examine  trends  among 
women. 

For  male  workers  we  examine  two  ratios  that  compare  earnings 
between  woikers  at  different  points  in  the  earnings  distribution. 
One  of  these  is  the  ratio  of  the  earnings  of  a  male  worker  at  the 
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tion  earned  dwut  2.4  «««*  tim  wages  of  the  wocker  at  the  lOlh 
p«»fir«<»n*»  in  1995,  compared  with  2.2  times  in  1979.  The  9(V60 
ratio  rose  hy  a  oimilar  amount,  from  about  1.9  in  1979  to 
99  in  1995.  The  overall  trend  in  both  ratios  is  upward  over  most 
of  *>»»«  peciod.  «*^i*i**«»g  increasing  nmqnality  across  tim  wage 
specU'um. 

Another  way  to  document  increacing  wage  inequality  is  to  cal- 
ftiteto  thtt  percentages  of  the  wocfcforce  falling  in  each  of  several 
iKWWwwnti  earnings  categories  at  different  points  in  time.  Chart  5- 
3  shoos  t>»*t  a  larger  propoctkm  of  worimcs  earned  km  tiian 
$15jOOO  in  1995  tiian  in  1979  (when  earnings  are  measured  in  con¬ 
stant  1995  doUarsX  oft  tim  other  end  of  the  distribatioa,  a  larger 
■hare  of  the  wockfixce  earned  in  eioem  of  $75,000  in  1995  than  in 
1979.  (The  consumer  price  indes,  or  CPI,  is  used  in  both  calcnla- 
ticms  to  a^ust  far  "illaAinw;  potential  Inaees  introduced  bj  using 
this  indM  are  in  Chapter  2.)  These  increases  at  tim  top 

and  bottom  of  the  distribatian  are  oAet  by  a  reduction  in  the  share 

of  workers  earning  between  $35,000  and  $75,000. 

BETWEEN-GROUP  INEQUALITY 

The  trend  in  inequality  may  be  better  understood  by  first  gnnty- 
ing  wMkers  acoocding  to  certain  kqr  riiaracteiutics  (educational  at¬ 
tainment  and  age  are  two  that  are  commonty  used)  and  then  sepa¬ 
rating  observed  wi^  differentials  into  two  omnponents:  the  dif- 
farential  obeerved  between  woefcefs  so  grouped  (between-group  in¬ 
equality)  the  differential  observed  among  workers  in  tim  same 
group  (within-group  inequality).  Taking  first  the  education  dimen- 
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Box  5>1. — Executive  Compensation 

One  much-publicized  aspect  of  earnings  inequality  has  been  the 
extraordinarily  high  level  of  compensation  of  top  corporate  execu¬ 
tives.  In  1995  the  average  compensation  package  for  chief  execu¬ 
tive  officers  (CEOs)  in  a  sample  of  362  of  the  largest  500  U.S.  firms 
was  $1.5  million,  and  some  CEOs  received  more  than  $10  million 
that  year.  Defenders  of  current  corporate  pay  scales  argue  that  today’s 
executive  compensation  packages,  with  their  moderate  base  pay  and 
generous  stock  options,  encourage  high-level  management  to  act  in 
the  shareholders’  interests  by  providing  greater  rewards  for  good 
long-run  performance.  Critics  respond  that  it  is  unclear  in  practice 
how  much  executive  compensation  is  even  designed  to  be  “perfor¬ 
mance-based.”  For  example,  compensation  in  the  form  of  stock  op¬ 
tions  rewards  executives  for  share  price  increases  even  when  these 
are  attributable  to  market-wide  price  gains  rather  than  the  execu¬ 
tives’  own  actions.  In  addition,  such  compensation  practices  may 
have  adverse  effects  on  worker  morale,  when,  for  instance,  a  firm 
pays  its  top  management  very  high  salaries  at  the  same  time  that  it 
is  laying  off  workers. 

However  this  debate  is  resolved,  the  effect  of  high  executive  com¬ 
pensation  on  measured  earnings  inequality  throughout  the  economy 
is  minimal,  because  top  executives  represent  only  a  tiny  fraction  of 
the  workforce.  As  we  saw  in  Chart  5-2,  earnings  disparities  have 
been  growing  even  when  measured  by  the  90/50  earnings  ratio.  The 
executives  whose  compensation  is  the  subject  of  this  controversy 
receive  a  level  of  earning  that  places  them  well  above  the  90th  per¬ 
centile,  and  therefore  even  a  doubling  of  their  salaries  would  have 
no  impact  on  trends  in  this  measure.  And  executive  earnings  obvi¬ 
ously  have  no  influence  at  all  on  the  50/10  ratio,  which  has  been 
increasing  as  well. 


sion.  Chart  5—4  shows  the  trend  in  the  ratio  of  the  earnings  of  the 
median  male  college  graduate  to  that  of  the  median  male  high 
school  graduate.  Hie  chart  reveals  that  returns  to  education  grew 
tremendously  during  the  1980s  and  early  1990s.  In  1980  the  me¬ 
dian  male  college  graduate  earned  roughly  one-third  more  than  the 
median  male  hi|^  school  graduate,  hut  this  wage  premium  grew  to 
over  70  percent  hy  1993.  Since  then  that  trend  has  slowed,  and  the 
ratio  even  declined  sligd^tly  in  1995. 

Experience  on  the  jbh  is  another  important  dimension  in  study¬ 
ing  inequality.  The  premium  paid  to  more  experienced  workers  has 
also  been  increasing  over  the  past  two  decades  or  so.  As  shown  in 
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1967  1969  1971  1973  1975  1977  1979  1981  1983  1985  1987  1989  1991  1993  1995 
Source:  Council  of  Economic  Advisers  tabulatons  of  the  March  Current  Poputation  Survey. 

Chart  5-3  Male  Full-Tiine,  Year-Round  Workers  by  Real  Earnings  Range 
The  share  of  male  workers  earning  $15,000  and  under  increased  dramaticalty 
between  1979  and  1995. 


$15,000  and  under  $15,001  -  $35,000  $35,001  -  $75,000  More  than  $75,000 


1979  Q  1995 


Note:  Earnings  in  1995  dollars,  adjusted  by  CPI-U-X1. 

Source:  Council  of  Economic  Adv^ers  tabulations  of  the  Ii4arch  Current  Population  Sunrey. 
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Chart  5-4  CoNegaMigh  School  Median  Eamhigs  Ratio  for  Male  Fult-Time,  FuS-Vear  Workara 
The  earnings  premium  associated  with  cotege  aOendance  has  risen  dramatically  for  men 
siTKe  the  late  1970s. 

Ratio 


Source:  Council  ol  Eeanamic  MwisenlabuMiam  ol  the  March  Cunem  PopuMian  Survey. 

Chart  5-5,  the  median  45-  to  54-year-old  male  worker  earned 
roughly  50  percent  more  than  the  median  25-  to  34-year-old  worker 
in  1995,  compared  with  a  difference  of  less  than  20  percent  in 
1979.  The  main  reason  for  the  increase  is  that  young  workers  were 
paid  less  in  1995,  not  that  older  workers  were  paid  more. 

WITHIN-GROUP  INEQUALITY 

Within-group  inequality  is  also  on  the  rise  and  in  fact  accounts 
for  about  two-thirds  of  the  total  increase  in  earnings  inequality. 
For  instance,  among  male  high  school  graduates  both  the  90/50  and 
the  50/10  earnings  ratios  have  risen  since  about  1970  (Table  5-1). 
Although  the  upward  trend  in  the  50/10  ratio  apparently  stopped 
in  the  late  1980s,  that  of  the  90/50  ratio  continues.  Similar  findings 
emerge  for  groupings  of  workers  by  age.  Table  5-1  also  shows  the 
90/50  and  50/10  ratios  for  25-  to  34-year-old  full-time,  year-round 
male  workers.  Within  this  group,  the  90/50  ratio  increased  from 
about  1.6  to  about  1.9  between  1979  and  1995. 

EARNINGS  INEQUALITY  AMONG  WOMEN 

Women  have  experienced  increases  in  earnings  inequality  similar 
to  those  of  men.  Tlie  90/50  and  50/10  ratios  of  earnings  for  women 
working  full-time,  year-round  began  rising  in  the  late  1970s  and 
have  continued  upward  through  the  1980s  and  1990s,  as  have 
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Ctiart  &-5  Ratio  of  Median  Earnings  of  Males  Age  45-54  to  Those  of  Males  Age  25-34 
The  wage  advantage  o<  a  45-  to  54-year-old  man  relative  to  a  25-  to  34-year-old  man  has 
irwreased  virtually  continuously,  particularly  since  the  mid-1970s. 

Ratio 


Source:  Council  of  Economic  Advisers  tabulalions  of  the  March  Current  Populalion  Survey. 

those  for  men.  The  results  presented  in  Charts  5-2  through  5-5 
and  Table  5-1  for  men,  with  respect  to  overall,  between-group,  and 
within-group  inequality,  generally  find  parallels  in  the  patterns  for 
women.  For  instance,  the  wage  premium  received  by  college-edu¬ 
cated  women  roughly  doubled  between  1978  and  1995,  from  38  per¬ 
cent  to  70  percent. 

EXPLANATIONS  FOR  INCREASING  EARNINGS 
INEQUALITY 

Alternative  explanations  for  the  observed  increase  in  earnings  in¬ 
equality  can  be  categorized  into  three  broad  groups;  supply-side 
factors,  demand-side  factors,  and  institutional  factors.  (A  provoca¬ 
tive  alternative  hypothesis  is  presented  in  Box  5-2.)  Although  no 
clear  consensus  has  emerged  regarding  the  relative  strength  of 
these  alternatives,  demand-side  explanations  play  a  large  role. 

A  simple  model  of  the  labor  market  for  more  skilled,  usually 
higher  paid  workers  and  for  relatively  low  paid,  less  skilled  work¬ 
ers  will  help  clarify  the  role  of  supply-  and  demand-side  factors. 
Supply-side  factors  can  increase  inequality  if  they  cause  the  supply 
curve  in  the  market  for  less  skilled  workers  to  shift  outward  by  rel¬ 
atively  more  than  the  supply  curve  in  the  market  for  more  skilled 
workers.  As  shown  in  Chart  5-6,  such  shifts  would  lead  wages  to 
fall  by  a  greater  amount  in  the  less  skilled  labor  market  than  in 
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TablkS-1. —  EanumgB  Ratim  far  Male  Sehocl  Qradtmtu 

and  25-  to  34-Year-Otd  Mate  FM-Tbme,  Year-Roamd  WoHttn 
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the  man  akiHed  labmr  market,  incieasiiig  inequality.  What  mi^it 
cause  such  an  aaymnietiy?  Hie  increasing  numbers  of  immigrants 
in  the  labur  market,  and  the  increasing  labor  force  participatioD 
rates  of  women,  sdio  tend  to  have  less  wmk  experience,  could  have 
led  to  a  dispropmiionate  supply  shift  in  the  market  for  leas  skilled 
workme. 

In  analogous  fashion,  demand-side  factors  could  have  influenced 
the  relative  wages  of  mme  and  less  skilled  workers  if  thqr  caused 
the  denoand  curve  in  the  market  fmr  more  skilled  workers  to  shift 
outward  by  more  than  that  in  the  market  for  less  skilled  workns, 
or  (especiaDy)  if  the  demand  curve  in  the  lattor  shifted  inward.  As 
shown  in  Chart  5-7,  these  changes  would  increase  wages  in  the 
more  skilled  labor  markrt  and  reduce  them  in  the  less  «HlUid  labor 
market,  increasing  inequality.  Tedincdogical  develi^ments  favming 
skilled  workers  (called  skill-biased  technological  change)  could  have 
led  to  sudr  shifts.  Hre  migration  of  new  productirm  tedmologies 
may  have  increased  firms’  demand  fw  wmkers  capable  of  ««ing 
these  technologies.  Evidence  indicates,  for  instance,  that  workers 
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Box  5-2. — ^Earnings  Inequality  and  the  Winner-Take-All  Society 

One  provocative  hypothesis  offered  to  explain  part  of  the  increase 
in  within-group  inequality  is  the  expansion  of  “winner-take-all”  mar¬ 
kets,  where  top  performers  reap  far  greater  rewards  than  do  others 
whose  ability  is  only  slightly  inferior.  For  example,  it  is  not  uncom¬ 
mon  to  see  a  star  professional  athlete  making  millions  of  dollars  a 
year  while  another,  only  slightly  less  talented  athlete  earns  far  less. 
It  has  been  argued  that  markets  such  as  these  have  become  more 
pervasive  in  the  American  economy,  with  the  result  that  ours  is  in¬ 
creasingly  a  winner-take-all  society. 

Huge  wage  premiums  for  small  differences  in  performance  may 
now  be  observed  in  law,  medicine,  investment  banking,  academics, 
and  other  professions.  Windfalls  to  the  top  producers  in  these  fields 
have  become  increasingly  common  as  computing  and  telecommuni¬ 
cations  technology  have  advanced,  facilitating  the  flow  of  informa¬ 
tion,  and  as  transportation  costs  have  been  reduced,  increasing  mo¬ 
bility.  These  factors  increase  competition  to  hire  the  best  perform¬ 
ers,  increasing  their  wages.  How  large  a  share  of  the  observed  in¬ 
crease  in  earnings  inequality  may  be  attributed  to  the  expansion  of 
winner-take-all  markets  remains  unknown. 


who  use  a  computer  on  the  job  earn  significantly  more  than  those 
who  do  not. 

The  expansion  of  international  trade  could  also  have  produced 
the  hypothesized  shifts  in  demand  curves.  Because  import  indus¬ 
tries  tend  to  employ  relatively  less  skilled  workers,  it  is  argued 
that  the  wages  of  less  skilled  American  workers  are  coming  under 
pressure  either  from  direct  job  loss  or  from  more  intense  wage  bar¬ 
gaining  with  their  own  employers,  who  are  now  forced  to  compete 
internationally.  Of  course,  the  demand  and  supply  shifts  just  de¬ 
scribed  may  occur  simultaneously,  compounding  the  effect  on  earn¬ 
ings  inequality. 

Within  this  framework,  demand  shifts  appear  to  play  the  larger 
role  in  explaining  growing  inequality.  Trends  in  the  returns  to  edu¬ 
cation  provide  perhaps  the  most  accessible  evidence  of  the  influence 
of  demand  shifts,  if  the  assumption  is  valid  that  more  education 
translates  into  higher  levels  of  skill.  The  returns  to  a  college  edu¬ 
cation  rose  throughout  the  1980s,  as  noted  earlier,  even  though  the 
college  enrollment  rate  among  recent  high  school  graduates  grew 
dramatically  over  this  period.  If  relative  demand  for  more  and  less 
skilled  workers  had  remained  constant,  the  greater  supply  of  col¬ 
lege-educated  workers  should  have  led  to  a  decline  in  the  college 
wage  premium.  The  fact  that  the  college  wage  premium  instead 
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Chart  5-6  tncrana  in  Inaquaiity  Due  to  Supply  Shifts 
Irxxeasing  inequafty  may  occur  because  of  shifts  in  the  supply  curve 
in  the  less-skMed  and  more-stdiled  labor  markets. 


Less-SIdtod  LatMr  Market  More-Skilled  Labor  Market 


Emptoymenl  Employmenl 


Source:  Counci  ol  Ecananic  Advisers. 

Charts-/  bicresse  in  Inaquality  Due  to  Demand  Shifts 
Inaeasing  irrequaity  may  occur  because  of  shifts  in  the  demarxj  curve 
in  the  less^kiaed  and  more-skilled  labor  markets. 
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rose  duorpiy  ■iiggegta  tiiat  ihifls  most  lotve  mofe  than  oat* 

wei^Mod  any  cancmrcBt  aupply  Aotk.  TUs  feamewott  ia  aaefnl  in 
explaining  mUun-groap  mognaiily  as  vdl,  becanae  skill  difieicn- 
tialsonD  remain  within  tnoad  demograptiie  categories. 

Evidence  diows  that  daD-Wasfd  tedmningiral  diangc  is  ^obah^y 
tbe.main  cootribator  to  flteae  demand  shifts  (many  experts  siqi|iort 
this  view;  see  Box  5-3X  Soase  evidence  soggesta  that  international 
trade  may  be  responsHile  fcr  on^  a  rrtativcijr  snudl  share  of  the 
increase  in  ineqaali^.  For  example,  even  mann£sctaring  firms 
adiooe  prodnets  &ee  little  fiveign  oompetitMn  have  lednoed  their 
demand  for  leas  nkiTVd  woefcen.  Nevertheleas,  direct  evidence  of 
the  importance  of  dnH-biasrd  tedinological  dumge  in  eoqtlaining 
trends  in  within-gro«q>  inequality  is  difficolt  to  come  by.  Some 
stndBee  avoid  fiiis  diffieolty  by  treating  tedinological  change  as  a 
residnal,  attributing  rising  ineqnali^  to  this  factor  wfaai  their  find¬ 
ings  have  eadnded  all  other  IDn^  candidates. 

A  final  set  of  nplanationa  soggests  that  changes  in  institutional 
arrangements  in  the  labor  market,  each  as  the  dedinIng  inlhnmne 
of  Mniwm  and  a  rednetion  in  the  real  vahie  of  die  minimom  wage, 
have  led  to  lower  retains  for  woiken  in  the  lower  tail  of  the  earn¬ 
ings  distributioa.  Unioas  have  long  provided  wage  premiums  to 
sudi  workers.  But  the  sbare  of  employed  workers  bdonging  to 
wwinw*  has  eroded  from  a  peak  of  roomily  90  percent  throoi^  modi 
of  the  19S0s  and  196Qb  to  about  15  percent  in  1996.  AHhnngh  re- 
aeardi  indicates  dM»t  the  dedme  of  unions  may  indeed  have  played 
some  role  in  increased  earnings  inequality,  it  probably  can 
onty  a  small  share  cf  the  increase.  Ihis  finding  is  consistent  wiUk 
the  ftet  that  inequality  also  increased  among  groups  of  worker^ 
sudi  as  college  graduates,  who  are  unlikely  to  bdkng  to  unions. 

eroding  value  of  the  minimum  wage  also  could  contribute  to 
earninga  inequality.  A  minimum  wage  truncates  the  earnings  dia- 
tributuxi  at  its  lower  end.  If  more  than  10  percent  of  workers  re- 
edve  the  minimum  wage,  inequality  <m  sudi  measures  as  the  5Cf 
10  aarnlnga  ratio  wfll  be  less  than  it  would  be  othawise.  Inequality 
on  this  measure  could  even  be  rednoed  if  the  fraction  reedvingthe 
minhnnm  w&B  less  than  10  percent,  if  *ripide  effectaT  exist  vdwre- 
by  workers  vdio  would  otherwise  earn  sli^itly  ova*  the  minimum 
instead  reodve  hi^mr  wages  because  of  greater  oompetirion  for 
their  labw.  Ihe  dedine  in  the  real  value  of  the  minimnm  w«ge 
throush  the  1980s  is  shnflar  in  its  timing  to  that  of  the  increase 
in  inequality.  It  is  unlikdy  to  be  a  leading  ei^danatkm  of  rising  in¬ 
equality,  howevre,  because  inequality  also  increased  within  groups 
of  workers,  such  as  oldm*  workers,  who  are  unlikdy  to  be  affected 
by  the  minimum  vrage. 
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Box  5-3. — The  Experts’  Consensus  on  Earnings  Inequality 

Possible  explanations  for  the  observed  rise  in  earnings  inequal¬ 
ity  during  the  1980s  and  early  1990s  include  skill-biased  techno¬ 
logical  change,  trade  liberalization,  demographic  shifts,  declining 
unionization,  and  rising  immigration.  Although  the  relative  impor¬ 
tance  of  each  of  these  is  difficult  to  determine  precisely,  some  lead¬ 
ing  economists  generally  agree  as  to  which  are  the  main  culprits. 
Participants  at  a  recent  colloquium  on  this  topic  at  the  Federal  Re¬ 
serve  Bank  of  New  York — a  group  that  included  many  prominent 
labor  economists — viewed  technological  change  as  the  strongest 
contributor. 

Some  Contributors  to  Rising  Inequsiity 


Average  percent  contribution 
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INCOME  INEQUALITY 

Household  income  is  a  broader  measure  of  economic  well-being 
than  individual  earnings,  because  it  aggregates  the  incomes  of  all 
household  members  and  incorporates  other  flows  of  income  besides 
earnings.  Although  labor  earnings  are  typically  its  largest  compo¬ 
nent,  household  income  also  includes  interest  and  dividend  re¬ 
ceipts,  cash  transfer  receipts,  and  rental  payments.  Household  size 
and  composition  are  clearly  important  factors  in  determining  ob¬ 
served  household  income.  In  this  section  we  document  the  increase 
in  inequality  since  the  late  1970s  and  explore  its  possible  causes. 
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INCOME  INEQUALITY 

Household  income  is  a  broader  measure  of  economic  well-being 
than  individual  earnings,  because  it  aggregates  the  incomes  of  all 
household  members  and  incorporates  other  flows  of  income  besides 
earnings.  Although  labor  earnings  are  typically  its  largest  compo¬ 
nent,  household  income  also  includes  interest  and  dividend  re¬ 
ceipts,  cash  transfer  receipts,  and  rental  payments.  Household  size 
and  composition  are  clearly  important  factors  in  determining  ob¬ 
served  household  income.  In  this  section  we  document  the  increase 
in  inequality  since  the  late  1970s  and  explore  its  possible  causes. 
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DOCUMENTING  THE  INCREASE  IN  INCOME 
INEQUALITY 

One  way  to  trace  changes  in  income  inequality  is  to  separate 
households  into  income  quintiles  and  estimate  the  share  of  income 
received  by  each  quintile.  (Box  5-4  discusses  some  problems  in  in¬ 
come  measurement.)  Increasing  inequality  would  be  manifested  by 
a  fall  in  the  share  of  income  going  to  the  lowest  quintile  and  a  cor¬ 
responding  rise  in  the  share  going  to  the  highest  quintile.  Chart  5- 
8  shows  just  such  a  pattern  in  household  income  quintiles  for  1979 
and  1995:  since  1979  the  shares  going  to  the  bottom  four  quintiles 
have  declined,  while  the  share  going  to  the  highest  quintile  has  in¬ 
creased. 

Changes  in  income  shares  over  time  may  mask  how  well  those 
at  the  bottom  of  the  income  distribution  are  doing.  For  instance,  if 
the  richest  quintile  is  getting  richer  but  the  .incomes  of  all  other 
quintiles  are  holding  constant,  the  shares  of  total  income  received 
by  the  lower  quintiles  would  fall,  misleadingly  suggesting  that  they 
are  becoming  worse  off.  An  alternative  approach  to  documenting 
changes  in  the  distribution  of  income,  one  that  examines  levels  of 
income  for  those  in  different  s^ments  of  the  distribution,  may 
prove  beneficial. 

Chart  5-9  displays  this  sort  of  information  for  1979  and  1995. 
Households  are  divided  into  four  categories:  those  with  incomes 
less  than  $15,000,  those  between  $15,000  and  $35,000  (roughly  the 
median  in  1995),  those  between  $35,000  and  $75,000,  and  those 
over  $75,000.  Incomes  are  converted  into  1995  dollars  using  the 
CPI.  The  chart  shows  that  the  share  of  households  in  the  highest 
income  bracket  increased  from  10.9  percent  to  14.8  percent  be¬ 
tween  1979  and  1995,  while  the  share  in  the  lowest  income  bracket 
remained  unchanged.  These  statistics  suggest  that  some  middle-in- 
come  households  have  moved  up  into  the  higher  income  categories, 
but  the  number  of  households  toward  the  bottom  of  the  income  dis¬ 
tribution  has  remained  neariy  constant. 

This  approach  may  be  misleading,  however,  because  the  imit  of 
analysis  is  the  household,  not  the  individual.  Because  household 
composition  has  been  changing  over  time,  the  observation  of  an  un¬ 
changed  number  of  households  lying  below  a  particular  income  cut¬ 
off  may  overlook  the  reality  that  more  people  are  residing  in  these 
households. 

One  way  to  focus  more  directly  on  the  well-being  of  individuals 
near  the  bottom  of  the  income  distribution  is  to  examine  trends  in 
the  poverty  rate.  Throughout  the  1960s  and  early  1970s  the  pov¬ 
erty  rate  fell  dramatically,  from  22.2  percent  in  1960  to  11.1  per¬ 
cent  in  1973.  (Chart  5-10  shows  the  trend  since  1967.)  It  remained 
low  throughout  the  1970s,  ranging  from  11.1  percent  to  12.6  per¬ 
cent  over  the  decade.  In  the  1980s  the  poverty  rate  rose  dramati- 
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Box  5-4. — Shortcomings  of  Household  Income  Measures 

Household  income  is  a  useful  indicator  of  economic  well-being 
because  it  is  relatively  easy  to  measure  and  interpret.  It  has  its  short¬ 
comings,  however.  For  instance,  it  does  not  incorporate  taxes  or  pay¬ 
ments  made  in  kind,  such  as  food  stamps  and  housing  subsidies.  To 
the  extent  that  the  tax  system  is  progressive  and  that  in-kind  trans¬ 
fers  are  means-tested,  use  of  an  after-tax-and-transfer  definition  of 
income  would  reduce  the  measured  level  of  inequality.  Although 
some  analysts  have  adapted  the  standard  income-based  measures  to 
include  the  value  of  in-kind  income,  economists  have  not  agreed  on 
the  best  method  for  doing  so.  Some  value  in-kind  benefits  accord¬ 
ing  to  the  cost  of  providing  them,  and  others  according  to  what  an 
individual  would  be  willing  to  pay  to  receive  the  benefit.  In  any 
case,  research  incorporating  taxes  and  in-kind  payments  shows  trends 
in  inequality  that  are  similar  to  those  reported  by  standard  measures. 

Another  problem  is  that  differences  in  household  size  will  lead 
to  different  assessments  of  the  economic  well-being  of  individuals 
with  the  same  household  income.  Attempts  to  abstract  from  differ¬ 
ences  in  household  size  have  proceeded  by  developing  “equivalence 
scales”  that  adjust  household  income  for  the  number  of  household 
members.  Other  approaches  scale  the  incomes  of  larger  households 
by  progressively  smaller  amounts  for  each  additional  member.  Even 
after  making  these  adjustments  for  differences  in  household  size, 
however,  income  inequality  appears  to  be  increasing. 

Despite  these  obstacles,  alternative  measures  of  income  are  be¬ 
ing  tested  by  the  Bureau  of  the  Census,  and  others  have  been  pro¬ 
posed  by  the  National  Academy  of  Sciences  (NAS).  The  Census 
Bureau  produces  a  series  of  17  experimental  estimates  of  income  in 
an  attempt  to  gauge  the  effects  of  various  noncash  government  ben¬ 
efits  and  taxes  on  income  levels  and  on  poverty.  The  NAS  proposes 
another  definition  of  income  to  be  used  in  the  measurement  of  pov¬ 
erty  that  adds  noncash  benefits  to  money  income  and  subtracts  taxes, 
some  work  expenses,  some  child  care  expenses,  child  support  pay¬ 
ments,  and  medical  out-of-pocket  expenses.  It  would  also  adjust  the 
equivalence  scale  currently  used  in  poverty  calculations.  Measures 
such  as  the  Census  experimental  series  and  those  proposed  by  the 
NAS  are  intended  to  reflect  the  effects  of  government  policy  initia¬ 
tives.  Nevertheless,  no  clear  consensus  exists  regarding  certain  com¬ 
plex  methodological  issues,  including  valuation  of  some  benefits 
such  as  medical  and  child  care. 


Chart  5-8  Change  In  Share  of  Income  necehred  by  Each  Quintile  from  1979  to  1995 
The  share  of  money  irwome  going  to  the  top  20  percent  of  all  households  increased 
between  1979  and  1995  at  the  expense  of  aN  other  households. 
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dron  living  in  povei^  luae  finn  14.4  percent  in  1973  to  2L7  per¬ 
cent  in  1993,  but  has  fidlen  somewhat  ainoe  then.  On  the  other 
hand,  the  poverty  rate  ftr  those  over  66  used  to  he  conaderafaty 
lu^Mr  tiian  that  fcr  the  populatinn  as  a  whole  (24j6  percent  ooaH 
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below  tiiat  lor  tito  18-  to  64feor-old  population  far  the  fiiat  time 


The  transition  fitan  a  poverty  population  that  ia 
di^Mwpngtinnally  ddeilf  to  One  that  is  more  heavity  wei^ited  to¬ 
ward  houadialda  widi  chfldrai  auggeats  that  the  household  aae  of 
the  low-inoome  populatinn  has  increased  over  time.  This  is  conaiat-' 
ent  with  the  coeriatence  of  a  tiaing  ahare  of  low-inoome  indhddnals 
and  a  constant  share  of  low^moome  households.  The  efifoct  of 
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changes  in  household  composition  on  income  inequality  is  explored 
more  fully  below. 

EXPLANATIONS  FOR  INCREASING  INCOME 
INEQUALITY 

Because  measurements  of  income  inequality  incorporate  all 
sources  of  a  household’s  income,  including  labor  market  earnings, 
it  should  come  as  no  surprise  that  a  mqjor  contributor  to  increasing 
income  inequality  across  households  is  rising  earnings  inequality 
across  wortiers.  In  fact,  about  half  of  the  increased  inequality  in 
household  incomes  over  the  1980s  can  be  explained  by  trends  in 
earnings  inequality  among  men. 

Part  of  the  remaining  share  can  be  attributed  to  changes  in 
household  composition  and,  in  particular,  to  the  increase  in  female-  j 
headed  households.  The  share  of  family  households  headed  by  | 

women  has  risen  rapidly,  from  just  over  10  percent  in  1970  to 
about  18  percent  in  1995.  These  households  are  more  likely  to  re¬ 
ceive  lower  incomes  because  they  lack  a  second  wage  earner,  be¬ 
cause  women  earn  less  on  average  than  men,  and  because  some  of 
these  women  do  not  work  at  all.  Therefore  the  growing  share  of 
this  type  of  household  has  worsened  income  inequality.  In  fact,  the 
rise  in  the  percentage  of  children  in  poverty  over  the  past  25  years 
is  strictly  due  to  the  increase  in  the  number  of  children  residing 
in  female-headed  households,  whose  poverty  rates  are  higher  than 
those  for  children  living  in  other  circumstances.  The  poverty  rate 
among  children  in  female-headed  households  has  actually  de¬ 
creased  over  time. 

Research  suggests  that  the  rapid  rise  in  female  labor  force  par¬ 
ticipation  has  also  contributed  to  growing  inequality.  This  finding 
is  not  obvious,  however,  because  in  some  ways  a  rise  in  the  number  I 
of  working  women  serves  to  reduce  inequality.  For  instance,  the  j 
distribution  of  women’s  earnings  is  more  compressed  than  that  of 
men,  so  that  increasing  female  labor  force  participation  should  re-  | 
duce  overall  earnings  inequality.  If  all  men  and  women  lived  alone, 
this  reduction  in  earnings  inequality  and  the  reduction  in  the  num¬ 
ber  of  people  with  zero  earnings  (because  of  increased  employment) 
would  also  reduce  income  inequality. 

Inequality  may  nonetheless  increase  in  response  to  greater  fe¬ 
male  labor  force  participation  because  people  tend  to  marry  persons 
whose  earnings  potential  is  similar  to  their  own.  For  example, 
more  educated  men  may  be  more  likely  to  marry  more  educated 
women.  The  increase  in  employment  among  married  women  could 
therefore  increase  household  inequality  in  one  of  two  ways.  First, 
if  women  in  high-income  households  are  joining  the  labor  force  in 
greater  numbers  than  women  from  low-income  households,  their 
earnings  will  push  their  household  incomes  even  further  beyond 
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the  middle  of  the  distribution,  and  income  inequality  will  increase. 
This  hypothesis  is  not  supported  by  the  data,  however,  as  labor 
force  participation  rates  for  women  have  risen  roughly  equally 
across  households  ranked  by  the  husband’s  earnings  level.  S^nd, 
for  working  couples,  rising  earnings  inequality  will  be  compounded 
at  the  household  level  if  men  with  high  earnings  are  married  to 
women  with  high  earnings.  Taken  as  a  whole,  the  evidence  sug¬ 
gests  that  women’s  increasing  labor  force  participation  has  contrib¬ 
uted  somewhat  to  growing  income  inequality  during  the  1980s. 

Income  inequality  can  also  be  affected  by  changes  in  unearned 
income  across  households.  The  source  of  the  unearned  income  de¬ 
termines  whether  or  not  it  increases  or  decreases  the  income  in¬ 
equality  that  would  occur  from  earnings  alone.  For  example,  prop¬ 
erty  income  is  more  likely  to  be  received  by  individuals  with  higher 
earnings,  and  therefore  an  increase  in  property  income  would  tend 
to  worsen  inequality.  Transfer  payments  are  more  likely  to  go  to 
individuals  with  lower  earnings,  and  an  increase  in  transfers  would 
therefore  tend  to  reduce  inequality.  Research  suggests  that,  on  bal¬ 
ance,  nonlabor  income  tended  to  increase  inequality  during  the 
1980s.  The  effect  of  these  changes  is  still  significantly  less  than 
that  caused  by  growing  earnings  inequality,  however. 

ALTERNATIVE  MEASURES  OF  INEQUALITY 

This  discussion,  like  much  of  the  economic  literature  on  inequal¬ 
ity,  has  focused  on  inequality  in  annual  earnings  and  household  in¬ 
come.  However,  appropriate  borrowing  and  saving  behavior  can 
smooth  year-to-year  fluctuations  in  income,  making  consumption 
less  variable,  provided  households  have  appropriate  access  to  credit 
markets.  Therefore  differences  in  lifetime  income  across  households 
may  offer  a  more  valuable  perspective  on  differences  in  well-being. 

Of  course,  one  cannot  reliably  measure  lifetime  income  when 
much  of  that  income  has  yet  to  be  received.  Lifetime  income  is  thus 
an  inherently  unmeasurable  concept,  and  analysts  must  resort  to 
using  related  measures  as  a  basis  for  estimating  it.  One  such  meas¬ 
ure  is  consumption,  on  the  theory  that  households  set  consumption 
levels  according  to  their  own  assessments  of  their  lifetime  income. 
A  potential  problem  here  is  that  a  household  may  have  large  asset 
holdings,  indicating  the  potential  to  raise  its  consumption  in  the  fu¬ 
ture,  but  choose  to  limit  its  consumption  for  the  present.  Therefore, 
another  indicator  used  to  examine  lifetime  income  inequality  across 
households  is  household  wealth. 

Another  way  to  address  differences  in  lifetime  income  across 
households  is  to  examine  income  mobility — ^the  extent  to  which 
households  move  across  the  income  distribution  over  time.  Increas¬ 
ing  annual  income  inequality  is  more  meaningful  as  an  indicator 


of  lifetime  inomne  differences  acnwe  houadiolds  if  income  motnlity 
does  not  increase  as  welL 

CONSUMPTION  INEQUALITY 

consumption  decisions  are  based  on  housAolds*  assessments  of 
their  lifirtime  income,  then  inequality  in  consumption  can  be  used 
as  a  praty  for  inequality  in  lifetime  income.  For  einmple,  a  middle- 
income  houadmld  that  suffers  a  l»ief  opdl  of  reduced  income  will 
not  diange  its  consumption  hdl^  much,  aribereas  a  honadiold  with 
r^ulaxly  low  income  will  consume  considerably  leas.  Therefore  we 
can  expect  to  see  less  inequality  in  consumption  than  in  annual  in¬ 
come. 

Some  evidence  supports  tins  proposition:  studieo  hare  found  that 
the  distribution  of  consumption  is  mcwe  concentrated  than  that  of 
income.  In  other  wnrds,  individnals  do  appear  to  |»cfor  to  smooth 
their  amsumption  leads  across  thdr  lifetimes  throng  borrowing 
and  saving.  One  difficulty  in  comparing  the  distributions  of  income 
and  of  consumption  is  that  income  is  measured  before  taxes  and  in¬ 
land  transfoB,  whreeas  consumption  is  baaed  <hi  aftre-tax  income 
and  indndes  in-kind  transfers.  To  the  extent  that  taxes  and  in-kind 
transfers  reduce  inequality  (an  issue  that  is  discussed  bdow),  one 
would  expect  consumptum  inequality  to  be  leas  than  income  in¬ 
equality.  During  the  1980s,  consumption  inequality  rose  along  with 
income  inequality,  but  in  the  early  1990b  the  two  diverged.  Be¬ 
tween  1989  and  1993,  consumptkw  inequality  levded  off  ediile  in¬ 
come  inequality  cmtinued  to  rise.  Some  demogra]diic  groups,  par¬ 
ticularly  houadiolds  headed  by  a  high  adaid  graduate  or  dropout, 
experienced  large  in  consunqitkm  inequality  over  the  pe¬ 

riod.  No  obvious  *i«pl<in<itiftti  for  the  timing  cff  the  turnaround  in 
amsumption  inequality  or  its  comparison  to  income  inequality  ex¬ 
ists. 

WEALTH  INEQUAUTY 

Another  shortcoming  in  using  annual  income  as  a  measure  of  dif- 
foences  in  economic  well-being  is  that  it  does  not  capture  the  pur¬ 
chasing  power  of  a  houadidd*s  aasd  holdings.  'nieref<»e  differences 
across  houaehdds  in  terms  of  net  wealth  (whidi  omsists  of  cash 
savings,  financial  assets,  and  the  value  of  physical  aaosts  such  as 
a  house  or  a  car,  less  any  outstanding  ddit)  provide  an  altcrnatire 
indicator  of  inequality. 

Data  on  wealth  are  limited,  but  one  source,  the  Survty  of 
Ccmsumer  Finances,  sponsned  by  tbe  Federal  Reserve  Board  does 
provide  oanparable  data  fear  1963,  1989,  and  1992.  Over  these 
years  median  family  nd  wealth  (estimated  at  $52,000  in  1992)  has 
been  fairly  stable.  Wealth  is  concentrated  in  the  hands  of  a  small 
number  of  families,  and  the  d^pree  of  that  amomtration  has  re- 
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mained  fairiy  otmatani.  Hie  wealthiest  10  percent  of  families  have 
owned  rou^y  67  percent  of  total  net  wealth  since  the  early  1980s. 
The  top  1  percent  of  families  did  increase  their  wealth  holdings 
from  around  30  percent  of  total  net  wealth  in  1983  to  37  percent 
in  1989,  but  their  share  fell  back  to  30  percent  by  1992.  The  stock 
market  boom  of  the  1980s  might  have  led  one  to  predict  increasing 
concentration,  but  stock  ownership  has  become  more  widespread 
over  time.  In  addition,  home  values  increased  over  the  period,  and 
home  ownership  is  far  more  common  than  stock  ownership. 

MOBILITY 

If  a  household’s  income  varies  widely  from  year  to  year,  annual 
measures  (rf*  inequality  may  provide  a  very  inaccurate  picture  of 
lifetime  inequality.  If  the  increase  in  annually  measiured  income  in¬ 
equality  over  the  past  20  years  or  so  has  been  accompanied  by  an 
increase  in  income  fluctuations,  it  is  possible  that  lifetime  incomes 
have  been  unaffected.  For  instance,  if  new  labor  market  entrants 
make  less  than  previous  entrants,  but  their  wages  grow  more  rap¬ 
idly  as  they  gain  experience,  then  annual  measures  of  income  in¬ 
equality  will  be  greater,  as  will  income  mobility,  but  lifetime  in¬ 
come  may  be  unchanged.  Therefore  the  d^ree  of  mobility  through 
the  income  distribution  is  another  means  of  examining  the  dif¬ 
ference  between  annual  and  lifetime  income.  (A  related  issue  of  mo¬ 
bility  between  parents  and  children  is  explored  in  Box  5-5.) 

Studies  of  mobility  have  compared  household  incomes  over  vary¬ 
ing  periods,  such  as  1  year,  5  years,  and  10  years.  One-year 
changes  in  income  are  likely  to  reflect  short-term  changes,  such  as 
temporary  job  loss,  as  well  as  measurement  errors  in  reported  in¬ 
come  that  are  not  perfectly  correlated  between  years.  Longer  term 
changes  will  also  incorporate  these  events  but  are  more  likely  to 
identify  more  permanent  changes  in  incomes,  which  are  particu¬ 
larly  large  among  younger  households.  Therefore  one  might  expect 
mobility  over  longer  periods  to  be  greater  than  that  from  year  to 
year. 

A  standard  approach  in  estimating  income  mobility  is  to  rank 
households  by  ^eir  income  in  each  of  two  years,  separate  them 
into  quintiles  in  each  year  according  to  their  rank,  and  then  see  to 
what  extent  households  have  moved  from  quintile  to  quintile  be¬ 
tween  the  two  years.  Results  from  these  studies  indicate  a  reason¬ 
ably  high  degree  of  mobility  over  time.  One  study  finds  that  about 
3  out  of  every  10  households  move  between  quintiles  from  one  year 
to  the  next.  As  one  would  expect,  mobility  is  greater  over  longer  pe¬ 
riods:  almost  two-thirds  of  households  change  income  quintiles  over 
10  years.  These  mobility  rates  do  not  appear  to  be  increasing  over 
time.  The  probabilities  of  making  a  transition  between  income 
quintiles  over  periods  of  varying  lengths  have  remained  roughly 


183 


Box  5*5.>»liitergeserational  Mobility 

Attoth^issue  relating  to  income  mobility  is  the  extent  to  which 
income  isjtrattsferred  between  parents  and  children.  If  the  correla¬ 
tion  between  parents'  income  and  their  children’s  income  as  adults 
is  biglu  then  a  chSld  is  likely  to  experience  a  level  of  economic  well¬ 
being  similar  to  that  of  his  or  her  parents  (i.e.,  intergenerational 
otoHlity  will  be  low).  If  the  two  generations’  incomes  are  not  cor¬ 
related,  Children  will  have  no  greater  probability  of  ending  op  in 
one  income  quintile  than  in  another.  Early  studies  found  a  low  cor- 
r^adon:  mtergeneradonal  mobility  was  quite  high.  The  son  of  a  high- 
income  father  would  have  the  same  probability  as  anyone  else  of 
residing  at  any  given  point  in  the  income  distribution  after  only  two 
generations,! 

An  important  problem  with  these  studies,  however,  is  that  they 
igfiKHod tneasttrement  error  in  reported  income.  If  reported  levels  of 
income  of  either  the  father,  the  son,  or  both  were  inaccurate,  the 
resulting  estimates  of  the  correlation  in  income  would  be  biased 
toward  zero.  More  recent  studies  have  paid  careful  attention  to  the 
measurement  error  issue  and  the  bias  it  introduces.  These  studies 
found  a  considerably  higher  correlation  and  thus  a  considerably 
smaller  degree  of  intergenerational  mobility  than  did  previous  work. 
Their  results  indicate  that  it  would  take  four  generations  before  the 
soif  of  a  high-income  father  had  a  roughly  equal  probability  of  re¬ 
siding  at  any  point  in  the  income  distribution. 


steady  through  the  1970s  and  1980s.  The  evidence  thus  does  not 
appear  to  support  the  proposition  that  rising  income  inequality  has 
been  offset  by  increasing  income  mobility. 

One  issue  in  interpreting  these  studies  is  that  transitions  over 
time  between  income  quintiles  may  occur  oecause  of  changes  in  the 
flow  of  income  (mainly  earnings)  or  changes  in  household  composi¬ 
tion.  A  person  who  marries  is  likely  to  experience  a  significant  in¬ 
crease  in  household  income  if  his  or  her  spouse  works,  even  if  that 
person’s  earnings  remain  constant. 

An  alternative  approach  that  some  researchers  have  taken  in  ex¬ 
amining  mobility  is  to  focus  exclusively  on  individuals’  earnings 
and  transitions  that  occur  between  earnings  quintiles  over  time. 
Again,  mobility  rates  are  reasonably  high,  with  higher  transition 
rates  over  longer  time  periods.  Roughly  3  in  10  individuals  change 
earnings  quintiles  between  one  year  and  the  next,  and  almost  half 
make  such  a  transition  over  5  years,  according  to  one  study.  As 
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Mobility  through  the  earnings  dslribulion  has  not  changed  much  over  time. 


Percent 


Source:  Unpubeehed  cetcuteSoni  by  R.  BuiMiauMr.  O.  HoMz-Eedn.  and  S.  Rhody.  Syracuse  Univeraity. 

with  income  mobility,  no  trend  over  time  is  apparent  in  earnings 
mobility  (Chart  5-11). 

GOVERNMENT  POUCY  AND  INEQUALITY 

Without  government  intervention,  the  distribution  of  income 
would  be  even  more  dispersed  than  it  is.  A  progressive  Federal  in¬ 
come  tax  and  a  variety  of  Federal  and  State  transfer  programs 
have  for  decades  worked  to  reduce  inequality.  More  recently,  sev¬ 
eral  new  policies  have  been  put  in  place  to  reduce  inequality  fur¬ 
ther,  particularly  by  improving  the  conditions  of  those  toward  the 
bottom  of  the  income  distribution. 

ASSESSING  THE  IMPACT  OF  GOVERNMENT  POLICJY 

Incorporating  the  effect  of  tax  and  in-kind  transfer  policies  into 
income  measures  poses  two  challenges.  First,  a  household’s  tax 
burden  and  the  value  of  noncash  benefits  such  as  food  stamps  and 
Medicaid  need  to  be  calculated,  and  this  calculation  is  subject  to 
ambiguities  (Box  5-4).  Second,  calculating  income  in  the  absence  of 
government  as  conventionally  measured  income  less  transfers  as¬ 
sumes  that  the  availability  of  the  transfers  has  no  impact  on  recipi¬ 
ents’  other  income.  Still,  after  taxes  and  transfers  have  been  taken 
into  account  to  the  extent  possible,  government  policy  is  shown  to 


reduce  inequality  significantly.  The  progressivity  of  the  Federal  in¬ 
dividual  income  tax  system,  together  with  all  payroll  taxes  and 
State  income  taxes,  reduces  the  Gini  index  by  about  5  percent. 
Transfer  payments  account  for  an  even  larger  reduction  in  the  Gini 
index,  of  around  20  percent.  The  program  that  contributes  perhaps 
the  most  to  reducing  inequality  is  Social  Security,  as  one  might  ex¬ 
pect  from  the  relatively  low  poverty  rate  among  older  Americans. 

The  incidence  of  poverty  is  similarly  affected  by  government  poli¬ 
cies.  The  officially  reported  poverty  rate  of  13.8  percent  in  1995 
would  have  been  21.9  percent  if  cash  transfers  were  not  included 
in  income.  Moreover,  when  incomes  are  measured  according  to  the 
most  comprehensive  measure,  which  includes  all  taxes  and  the 
earned  income  tax  credit  (EITC)  as  well  as  the  valuation  of  in-kind 
transfers,  the  poverty  rate  is  estimated  to  be  only  10.3  percent. 

ADDITIONAL  POLICIES  TO  REDUCE  INEQUALITY 

Both  short-run  and  long-run  policies  are  needed  to  help  reduce 
income  inequality.  In  the  short  run,  the  EITC  can  help  raise  the 
incomes  of  workers  with  low  earnings.  The  EITC  is  a  refundable 
tax  credit  of  up  to  40  percent  of  earnings,  depending  on  family  size. 
The  credit  was  expanded  in  both  1990  and  1993,  with  both  an  in¬ 
crease  in  its  value  and  a  broadening  of  the  covered  population  to 
include  very  low  wage  workers  who  do  not  reside  with  children. 
The  number  of  families  receiving  the  credit  rose  from  12.6  million 
in  1990  to  an  estimated  18  million  in  1996.  Between  1990  and  1996 
the  average  credit  per  family  more  than  doubled,  from  $601  to  an 
estimated  $1,400.  In  1995  almost  3.3  million  people  were  lifted  out 
of  poverty  by  the  EITC,  more  than  twice  as  many  as  only  a  few 
years  before. 

The  recent  increase  in  the  minimum  wage  may  also  play  a  part 
in  reducing  inequality.  Between  1981  and  April  1990,  the  minimum 
wage  remained  constant  at  $3.35  per  hour  even  as  inflation  eroded 
its  value  by  44  percent.  The  27  percent  increase  in  the  minimum 
wage  in  April  1990,  to  $4.25  an  hour,  did  not  restore  it  to  its  real 
1981  level.  Inflation  then  eroded  the  value  of  tiie  minimum  wage 
another  23  percent  up  to  October  1996,  when  it  was  increased  to 
$4.75;  that  increase  is  to  be  followed  in  September  1997  with  a  fur¬ 
ther  increase  to  $5.15. 

Although  even  these  raises  will  not  restore  the  purchasing  power 
of  the  minimum  wage  to  its  1981  level,  the  minimum  wage  and  the 
EITC  together  do  more  to  reduce  inequality  today  than  they  did 
then.  For  example,  a  single  parent  with  two  children  earning  $5.15 
per  hour  for  40  hours  per  week,  50  weeks  per  year  in  1998  would 
make  $9,775  (in  1996  dollars)  before  the  EITC  and  $13,343  includ¬ 
ing  the  Eire.  Without  the  1996-97  minimum  wage  increases,  this 
family’s  income  including  the  EITC  would  have  been  only  $11,294. 
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The  cofnbinetiop  of  the  jeerrtt  riee  in  the  mininmm  wage  with  the 
caqfianeam  of  the  ERC  inaInrB  the  refainie  to  wock  fiir  mmiimim 
wage  wwkara  greater  then  in  1981,  when  the  mininmm  wage  wm 
iiigh^  in  real  terms.  In  that  year  tfie  same  temily,  with  tiie  parent 
worfcmg  the  same  homs  bat  flie  mmimnm  wage  of  $3.36, 

would  have  received  $11,336  Gn  1996  dolhn)  bdoce  die  EITU  and 
$12,034  indnding  the  lean  generom  Eire  available  at  that  time. 

In  the  long  nm,  greater  acceaa  to  edneadon  and  tnining  pcD> 
grama  ahoold  rednoe  ineqoafity  by  redneang  the  wage  pcemhim  ae> 
miwimimA  with  tgamiiig  fai  terms  of  the  simple  Ulor  mar¬ 

ket  modd  pryaewted  abowe,  as  more  workers  obtain  additional  edn- 
cation,  die  snppfy  of  more  lu^ify  AiDed  workers  shifts  outward 
and  that  of  leas  Ailled  workers  rinfts  inward  (again  aasaming  diat 
more  education  tramdatee  into  h^d***  levels  of  marketable  ridUX 
These  shifts  increase  the  wages  of  die  leas  skilled  rdadve  to  those 
of  the  mme  drilled,  redneing  ineyiaB^  between  dm  two  groops. 

Inqiroved  access  to  ednratinn  and  training  can  also  rednoe  in¬ 
equality  if  it  allows  individuals  firom  lower  income  honaeholds  to 
make  investments  in  dieir  hnnnm  capital  that  they  could  not  make 
otherwise.  Programs  such  as  Head  Start  can  provide  ^aadvantaged 
presdiocders  the  opportunity  to  begin  formal  schooling  with  the  in- 
tePectual  tools  thqr  need  to  flourish.  The  reoently  mangurated  Fed¬ 
eral  direct  student  loan  program  has  «hin  provided  benefits  to  stu¬ 
dents  and  adioola.  The  Fedwal  (aovemment  now  issues  loons  di- 
lectty  to  students  throu^  the  finanri*!  aid  ofSoes  of  tfadr  ctdlegse, 
rather  than  throng  oommercial  finandal  intermediaries,  and  of- 
fers  four  diffmmt  repayment  optioos,  including  an  income-contin¬ 
gent  payment  |dan.  to  the  1996^  academic  year,  1.9  million  stu¬ 
dents  win  have  participated  in  the  program,  which  is  widety  viewed 
as  successful  in  providing  more  timely,  flexible,  and  aooessQde  serv¬ 
ice  to  both  students  and  universities. 

CONCLUSION 

tocome  inequality  in  the  United  States  risen  over  the  past 
two  decades.  Its  very  pweistence  means  that  thi«  trend  will  be  dif¬ 
ficult  to  change.  Even  recognizing  the  reversal  whoi  it  does  occur 
will  be  diflicuH  miongfa,  becanse  statistical  analysis  cannot  easily 
distinguish  a  dedaive  tumaround  in  inequality  from  a  rdativety 
brief  pause  in  its  rise.  It  is  still  too  somi  to  tell  whrther  the  promis¬ 
ing  statistics' repeated  in  the  past  few  years  represent  a  true  rever¬ 
sal  or  just  sudi  a  pause. 

Because  of  this  uncertainty,  continned  vigilanoe  is  reqaired  to 
find  ways  to  hdp  alleviate  inequality,  partknlarly  to  the  extent 
that  it  can  reduce  hardship  for  those  at  the  bottom  of  the  economic 
ladder.  Some  changes  have  already  bewi  institated,  such  as  the  in- 
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crease  in  the  minimum  wage  and  the  expansion  of  the  EITC.  Im¬ 
proved  access  to  education  and  training  is  also  essential.  Although 
these  represent  useAil  first  steps,  much  remains  to  be  done. 


CHAPTER  6 


Refining  the  Role  of  Government  in 
the  U.S.  Market  Economy 

WHAT  IS  THE  APPROPRIATE  ROLE,  IF  ANY,  of  government 
in  regulating  the  manufacture,  distribution,  prices,  and  quality  of 
products  in  the  U.S.  economy?  Much  of  the  20th  century  has  seen 
an  expansion  of  the  role  of  government  as  regulator.  But  since  the 
late  1970s  the  regulatory  tide  has  ebbed  in  many  important  re¬ 
spects. 

The  first  mqjor  deregulatory  efforts  were  in  industries  such  as 
airlines,  railroads,  trucking,  banking,  and  natural  gas.  (Box  6-1  il¬ 
lustrates  some  of  the  benefits  of  deregulation.)  Deregulating  the 
traditional  utilities,  particularly  telephones  and  electricity,  has 
taken  a  slower  course.  However,  both  of  those  industries  have  been 
the  object  of  significant  procompetitive  policy  initiatives  in  the  past 
year.  On  February  8,  1996,  the  President  signed  into  law  the  long- 
awaited  Telecommunications  Act  of  1996.  Two  and  a  half  months 
later  the  Federal  Energy  Regulatory  Commission  (FERC)  issued  its 
Orders  No.  888  and  No.  889,  which  set  rules  for  opening  up  inter¬ 
state  transmission  networks  to  all  generators  and  resellers  of  elec¬ 
tricity. 

These  two  enormous  steps  toward  bringing  competition  into  the 
utilities  sector  represent  a  sea  change  in  the  traditional  relation¬ 
ship  between  public  policy  and  private  enterprise.  During  most  of 
the  20th  century,  government  and  markets  were  typically  viewed 
as  substitutes.  Citizens  and  policymakers  had  to  choose  between 
government  mandate  and  market  forces.  As  the  21st  century  ap¬ 
proaches,  we  see  that  market  forces  and  public  policy  are  less  often 
substitutes  than  complements.  The  Telecommimications  Act,  the 
FERC’s  Order  No.  888,  and  the  ongoing  Federal  and  State  efforts 
to  implement  their  principles  and  mandates  show  how  judiciously 
crafted  public  policy  can  increase  rather  than  decrease  the  role  and 
effectiveness  of  market  forces  in  the  economy,  and  thereby  improve 
the  economic  and  social  prospects  for  the  American  people. 

Complementarity  between  markets  and  government  extends  in 
the  other  direction  as  well.  Just  as  well-crafted  government  policy 
can  make  markets  work  better,  so  the  introduction  of  market  mech¬ 
anisms  into  the  regulatory  process  can  help  government  achieve  so¬ 
ciety’s  goals.  For  example,  to  ensure  that  wireless  technologies  best 
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meet  the  public’s  demand  for  communication  services,  the  Federal 
Communications  Commission  (FCC)  has  turned  to  auctioning  off 
portions  of  the  electromagnetic  spectrum.  These  auctions  not  only 
have  been  enormously  successful  in  getting  licenses  quickly  into 
the  hands  of  those  who  can  use  them  most  efficiently,  but  have 
raised  over  $20  billion  for  the  U.S.  Treasury  in  the  process.  A  sec¬ 
ond  success  story  has  been  the  use  of  market  forces  to  provide 
greater  flexibility  in  meeting  environmental  goals  (e.g.,  tradable 
permits  for  sulfur  dioxide  emissions).  Last  but  not  least,  market 
forces  can  help  improve  the  management,  use,  and  disposal  of  pub¬ 
lic  lands. 


Box  6*1. — The  Beneflts  of  Deregulation 

That  deregulation  produces  economic  benefits  when  it  leads  to 
effective  competition  is  not  merely  a  theoretical  proposition.  Data 
from  the  field  bear  this  assertion  out  as  well.  Ah  assessment  by  a 
Brookings  Institution  scholar  finds  that  deregulation  not  only  has 
brought  considerable  short-run  benefits,  by  making  markets  work 
better,  but  also  has  led  to  technical  and  operating  innovations  that 
promise  even  greater  benefits  in  the  long  run.  The  table  below  gives 
some  examples  of  this  study’s  findings. 


tmtustry 

Cost  Uerfuctions 

Irtnovstkms 

AirHoes _ _ _ ...... _ 

24  perceru  decline  in 

Hub-and-^>oke  systems 

co^  per  unit  of  otnpui 

Computer  reservations 

Trucking  . . . . . . 

30^  percent  define  in 
operetlng  costs  per  mile 

Computer  networking 
Coordinating  wMt  logl^ics 
firms 

Uaikoads _ 

so  percent  decline  in 

Better  contracts 

costs  per  ton-mile:  t41 
percent  increase  Ni 
productiviiy 

Double  stack  cart 
Intermodai  (Hperatfions 

Naitmy  Qas. _ _ _ _ _ _ 

3$  percent  decline' in 
ofmrating  attd 
maintenance  eigtense 

Computer  planning 
Contracting  tfirou^ 
madcet  centers 

Source;  CHKord  Wioston,  BrookingKr 


MARKETS,  GOVERNMENTS,  AND 
COMPLEMENTARITY 

As  a  prelude  to  discussing  the  potential  for  complementarity  be¬ 
tween  private  markets  and  the  public  sector,  we  review  the  pur¬ 
poses  each  serves  in  a  primarily  market-driven  economy. 
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THE  ADVANTAGES  OF  MARKETS 

The  argument  in  favor  of  deferring  to  markets  typically  relies  on 
the  efficiency  of  their  outcomes.  If  markets  are  competitive  and 
function  smoothly,  they  will  lead  to  prices  at  which  the  amount 
sellers  want  to  supply  equals  the  amount  buyers  demand.  More¬ 
over,  the  price  in  any  market  will  simultaneously  equal  the  benefit 
that  buyers  get  from  the  last  unit  consumed  (the  marginal  benefit) 
and  the  cost  of  producing  the  last  unit  supplied  (the  marginal  cost). 
These  two  conditions  ensure  efficiency:  when  they  hold  in  all  mar¬ 
kets,  the  Nation’s  labor  and  resources  are  allocated  to  producing  a 
particular  good  or  service  if  and  only  if  consumers  would  not  be 
willing  to  pay  more  to  have  those  resources  employed  elsewhere. 

This  familiar  story  is  profound  and  important,  yet  it  understates 
the  role  of  private  markets  in  making  economies  work.  Since  at 
least  the  1930s,  economists  have  noted  that  in  theory  the  govern¬ 
ment  could  reach  efficient  outcomes  without  relying  on  markets,  if 
government  officials  had  sufficient  information  and  the  right  incen¬ 
tives.  But  it  is  markets’  superior  information-processing  ability  and 
preservation  of  individual  incentives  that  explain  their  general  su¬ 
periority  to  government  management  of  the  economy.  Markets 
allow  transactions  to  be  decentralized  to  the  level  where  decisions 
are  made  by  those  most  affected  by  them,  in  direct  response  to 
budget  constraints  and  tradeoffs.  Market  participants  themselves 
then  have  powerful  incentives  to  generate  and  gather  information 
and  make  tiie  deals  that  best  serve  their  interests. 

Information 

An  insufficiently  appreciated  property  of  markets  is  their  ability 
to  collect  and  distribute  information  on  costs  and  benefits  in  a  way 
that  enables  buyers  and  sellers  to  make  effective,  responsive  deci¬ 
sions.  Because  market  prices  measure  the  marginal  benefits  of 
goods  and  services  to  consumers,  firms  that  maximize  their  profits 
simultaneously  maximize  the  difference  between  benefits  and  costs. 
Similarly,  consumers  look  to  market  prices  to  decide  which  goods 
and  services  to  purchase,  and  how  to  use  their  labor,  resources,  and 
financial  wealth  to  generate  the  income  to  pay  for  them.  As  tastes, 
technology,  and  resource  availability  change,  market  prices  will 
change  in  corresponding  ways,  to  direct  resources  to  the  newly  val¬ 
ued  ends  and  away  from  obsolete  means.  It  is  simply  impossible  for 
governments  to  duplicate  and  utilize  the  massive  amount  of  infor¬ 
mation  exchanged  and  acted  upon  daily  by  the  millions  of  partici¬ 
pants  in  the  marketplace. 

That  markets  normally  process  all  of  this  information  so  well  and 
so  rapidly  tends  to  be  taken  for  granted.  In  light  of  all  the  invest¬ 
ments,  hires,  plans,  purchases,  marketing  efforts,  sales,  contracts, 
and  exchanges  necessary  to  bring  goods  to  market,  the  fact  that  the 
price  system  normally  works  as  well  as  it  does — ^for  instance,  that 
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the  products  consumers  want  are  usually  on  the  shelves — ought  to  | 
be  regarded  as  astounding.  Instead,  it’s  literally  business  as  usual.  ^ 

Incentives 

Even  if  the  public  sector  could  gather  and  quickly  respond  to  all 
available  information  on  changing  consumer  tastes  and  production 
technologies,  private  markets  would  still  have  the  advantage  of 
preserving  the  incentive  to  produce  efficient  outcomes.  In  private 
markets,  buyers  and  sellers  directly  reap  the  benefits  and  bear  the 
costs  of  their  demand  and  supply  decisions.  Each  makes  decisions 
aimed  at  acioieving  the  greatest  benefit,  or  economic  return,  net  of 
cost.  These  incentives  not  only  affect  how  resources  are  used  today, 
but  also  lead  to  innovations  that  will  increase  the  efficiency  with 
which  resources  are  deployed  in  the  future  and  result  in  new  prod¬ 
ucts  that  raise  living  standards. 

In  contrast,  the  links  between  the  government  and  the  individ¬ 
uals  who  reap  the  benefits  and  who  bear  the  costs  of  its  decisions 
are  frequently  weak.  The  nature  of  day-to-day  legislative,  execu¬ 
tive,  judicial,  and  regulatory  proceedings  runs  a  risk  of  favoring  or¬ 
ganized,  established  interests  rather  than  the  public  at  large.  Ac- 
oordin^y,  government’s  role  in  the  operation  of  the  private  econ¬ 
omy  must  be  limited  and  judicious.  Initiatives  to  increase  our 
economy’s  reliance  on  markets,  and  to  improve  the  efficiency  of  reg¬ 
ulation  through  market  mechanisms,  reflect  an  awareness  of  the 
tremendous  beneflts  that  market  forces  can  bring  to  bear  by  em¬ 
ploying  private  incentives  to  achieve  social  goals. 

WHY  HAVE  GOVERNMENT  AT  ALL? 

If  mariiets  generally  outperform  government,  why  not  leave  ev¬ 
erything  to  the  maiicet?  To  begin  with,  it  is  useflil  to  remember 
that  maricets  and  governments  can  and  do  woric  together.  For  mar¬ 
kets  to  function  effectively,  deals  must  be  enforced  and  fraud  dis¬ 
couraged.  Without  a  governmental  legal  system  to  guarantee  prop¬ 
erty  rights  and  enforce  contracts,  corporate  organization  and  mar¬ 
ket  exchange  would  be  virtuaUy  impossible.  Anarchy  and  the  free 
market  are  not  qynonjrmous.  (Box  6-2  discusses  the  role  of  govern¬ 
ment  in  protecting  property  rights  in  information  in  an  era  of  elec¬ 
tronic,  global  markets.) 

But  government  has  other  roles  beyond  refereeing  private  trans^ 
actions.  Markets  left  to  themselves  sometimes  produce  inefficient 
outcomes.  For  example,  markets  efficiently  transmit  information 
and  provide  proper  incentives  only  when  sellers  compete  with 
enough  inteirsity  to  drive  prices  down  to  cost.  But  in  some  dr- 
cumstances,  firms  can  impede  the  forces  of  competition  by  agreeing 
among  themselves  to  maintain  high  prices,  or  by  merging  to  the 
point  where  individual  production  decisions  substantially  affect 
prices.  The  antitrust  laws  are  the  public  policy  instrument  for  pre- 
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Box  6>2.~-The  Role  of  C<H;>yright  ia  aa  Electrof^c 

Economy  *  '  '  "  iJ"'.  '  ' 

The  growth  of  teiecommuoications,  competing  power,  and  dieir 
joint  progeny,  the  Internet,  is  revolutionizing  the  way  in  wbicit  in¬ 
formation  is  created  and  shared.  Whether  by  satellite  or  by  fiber¬ 
optic  cable,  electronic  telecommunications  networks  today  transmit 
vast  amounts  of  scientific  and  commercial  information,  and  enter¬ 
tainment,  around  the  globe  in  a  heartbeat. 

Since  the  18th  century,  markets  for  the  products  of  ct^tive  ex¬ 
pression  and  technical  innovation  have  been  supported  through  copy¬ 
right  and  patent  laws,  which  extend  private  property  rights  to  intel¬ 
lectual  property.  These  laws  have  historically  attempted  to  strike  a 
balance  between  enhancing  economic  incentives  to  cref^  and  {nro- 
moting  widespread  use  of  the  thing  created.  By  [nrevendttg^aautlio- 
rized  copying,  intellectual  property  laws  allow  creators  and  innova¬ 
tors  to  profit  from  their  original  works  and  inventions. 

Strong  copyright  and  patent  protection  can  help  provide  the  ap¬ 
propriate  incentives  to  create,  by  allowing  creators  to  capture  a 
greater  share  of  the  marginal  benefit  of  their  efforts.  The  cost  of 
strong  protection,  however,  is  that  prices  to  use  copyrighted  works 
or  patents  may  remain  high  fro  some  period  of  dme^  Ironicadly,  be¬ 
cause  patents  and  copyrights  build  on  the  wrMt  of  oveidy 

strong  intellectual  property  protectio%to<kty  co$dd  i|k4^|Mr^e 
novation  and  creativity  in  the  future.  '  ^  'V 

An  increasingly  important  policy  question  is  tradi¬ 

tional  legal  means  for  striking  the  balance  i^tween  incehtiv^  ^ 
create  and  incentives  to  use  will  continue  to  apply.ip  llrfdr- 

mation  based  economy.  Difficult  issues  to  resdfvc  l^luw: 

•  rights  to  display  copyrighted  ihfdrmatibn  on  cfxmpv^ 
screens 

•  the  applicability  of  copyright  to  electronic 

•  “fair  use“  rights  and  other  tradkitmal  expepfsoirf  the 

educational  and  research  community,  .  \ 

•  competition  within 

licensing  organizations.  . 

The  need  to  coordinate  our 
resolution  of  these  crucial  que 


venting  such  anticompetitive  collusion  and  mergers.  Public  anti¬ 
trust  enforcement  complements  market  forces  by  supporting  condi¬ 
tions  conducive  to  competition.  A  second  important  means  of  pro¬ 
moting  competition  in  U.S.  markets  is  the  reduction  of  trade  bar- 
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riers  and  other  distortions  that  deter  entry  by  foreign  providers  of 
goods  and  services.  There  may  also  be  a  role  for  government  when 
large  firms  have  cost  advantages  that  discourage  entry  by  other 
firms  and  thus  make  sustained  competition  impossible.  For  in¬ 
stance,  the  government  may  directly  regulate  prices  as  a  substitute 
for  market  forces  in  such  circumstances. 

Markets  also  produce  inefficient  outcomes  when  the  prices  that 
buyers  and  sellers  agree  on  do  not  take  account  of  benefits  and 
costs  falling  on  third  parties.  The  result  is  called  an  externality,  a 
textbook  example  of  which  is  air  pollution.  It  would  be  prohibitively 
costly  to  define  and  enforce  property  rights  to  the  use  of  clean  air. 
Therefore,  unless  polluters  can  be  made  to  pay  a  compensatoiy  tax, 
purchase  emission  permits,  comply  with  regulations,  or  face  liabil¬ 
ities  imposed  by  environmental  or  tort  law,  they  do  not  take  the 
cost  of  their  pollution  into  accoimt.  This  leads  to  excessive  levels 
of  undesirable  emissions — a  negative  externality.  Externalities  can 
be  positive  as  well  as  negative,  conferring  benefits  rather  than  im¬ 
posing  costs  on  third  parties.  For  example,  inoculations  not  only 
protect  those  who  receive  them  from  contagious  disease,  but  may 
prevent  its  spread  through  the  rest  of  the  population. 

An  important  example  of  a  public  good  with  positive  spillovers  is 
basic  scientific  research,  whose  benefits  can  far  exceed  those  real¬ 
ized  by  the  firm  or  institution  undertaking  the  research.  In  such 
cases,  targeted  Federal  support  can  more  than  pay  for  itself 
through  the  technological  innovations  and  product  improvements 
bestowed  upon  the  economy  overall.  Investments  in  transportation 
and  commimications  infrastructure  are  another  example.  Numer¬ 
ous  recent  initiatives,  such  as  the  Department  of  Transportation’s 
programs  to  provide  and  leverage  financing  for  public  highways 
and  private  toll  roads,  can  generate  widespread  benefits  by  promot¬ 
ing  regional  economic  development. 

Information  asymmetries,  where  one  party  to  a  transaction 
knows  more  than  the  others,  can  also  undercut  market  efficiency. 
Health  insurance  offers  an  instructive  example.  If  consumers  of 
health  insurance  know  better  than  providers  the  chances  of  their 
falling  ill  in  a  given  year,  only  those  who  know  they  are  more  likely 
to  get  sick  might  purchase  insurance.  As  premiums  rise  to  reflect 
the  higher  risk  of  the  those  buying  insurance,  the  healthier  among 
them — for  whom  the  insurance  costs  now  exceed  their  expected 
care  needs — drop  out  of  the  market.  This  process  of  adverse  selec¬ 
tion  can  repeat  itself  to  the  point  where  the  market  collapses.  One 
reason  why  the  government,  rather  than  private  insurers,  provides 
health  insurance  for  the  elderly  through  Medicare  is  that  the  elder¬ 
ly  may  have  more  knowledge  regarding  their  health  status  than 
any  private  insurer,  giving  rise  to  an  adverse  selection  problem  (see 
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Box  3-1  in  Chapter  3).  Maintaining  a  population-wide  risk  pool 
eliminates  the  problem. 

Finally,  the  efficiency  standard  is  not  the  only  basis  for  judging 
the  performance  of  an  economy.  Probably  the  most  fi^uent  indict¬ 
ment  laid  against  markets  is  that  they  can  be  consistent  with  sig¬ 
nificant  inequality  of  opportunities  and  outcomes.  Pn^p'essive  in¬ 
come  taxation,  free  public  education,  and  numerous  transfer  pro¬ 
grams — all  acts  of  government — ^moderate  some  of  the  inequality  in 
our  market-based  economy.  Civil  rights  laws  prohibit  discrimina¬ 
tion  that  market  forces  may  fail  to  eliminate.  In  addition,  because 
markets  are  driven  by  the  pursuit  of  personal,  not  collective,  inter¬ 
ests,  market  transactions  may  not  fully  support  our  shared  social 
values.  Prohibitions  on  child  labor,  laws  to  preserve  habitats  for  en¬ 
dangered  species,  and  public  support  for  the  arts  exemplify  ways 
in  which  government  seeks  to  give  our  important  social  values 
their  due. 

This  list  of  potential  limitations  to  the  market  is  not  meant  to 
be  exhaustive.  And  markets,  of  course,  often  can  and  do  respond 
to  these  and  other  imperfections  on  their  own.  If  a  market  is  not 
competitive,  firms  may  enter  that  market  or  buyers  may  begin  pro¬ 
duction  in-house  rather  than  continue  to  deal  with  a  monopolist. 
Markets  may  internalize  externalities  in  cases  where  it  is  possible 
to  deHne  property  rights  or  to  bring  within  the  same  organization 
all  those  who  reap  the  benefits  and  bear  the  costs.  In  some  cases, 
warranties  and  independent  testing  agencies  can  mitigate  adverse 
selection  and  other  problems  resulting  from  imperfect  information. 

The  pursviit  of  goals  other  than  efficiency,  such  as  alleviating  in¬ 
equitable  distributions  of  wealth,  is  of  paramount  importance. 
Chapter  5  of  this  Report  discusses  an  array  of  policies  for  address¬ 
ing  inequality,  from  transfer  payments  to  progressive  taxation  to 
the  earned  income  tax  credit.  Because  reducing  inequality  is  so 
vital  a  concern,  we  need  to  recognize  that  few  strictly  regulatory 
decisions  will  have  much  of  an  effect  on  the  distribution  of  wealth 
or  income.  The  controlled  pricing  of  telephone  service,  electricity,  or 
other  products  of  regulated  firms  may  promote  other  social  objec¬ 
tives,  but  it  is  unlikely  to  have  much  effect  on  the  prevalence  and 
intensity  of  poverty.  Efforts  to  reduce  inequality  will  be  more  effec¬ 
tive  if  directed  at  wages,  taxes,  and  other  determinants  of  dispos¬ 
able  income,  rather  than  at  prices  for  particular  products,  espe¬ 
cially  those  that  make  up  only  a  small  fraction  of  hoxisehold  budg¬ 
ets.  However,  firm  and  even-handed  enforcement  of  broad  public 
health,  environmental,  and  other  regulatory  protections  can  help  to 
ensure  that  low-income  and  minorify  commimities  are  not  dis¬ 
proportionately  affected  by  pollution  and  other  activities  that  gen¬ 
erate  harmful  spillovers. 
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MARKETS  AND  PUBLIC  POLICY  AS 
COMPLEMENTS 


The  conventional  emphasis  on  markets  and  governments  as  sub¬ 
stitutes,  rather  than  complements,  has  often  led  well-meaning, 
thoughtful  people  to  take  extreme  positions  on  the  role  of  the  pub¬ 
lic  sector  in  the  economy.  Proponents  of  a  strong  government  role 
fi^uently  compare  real  market  failures  with  an  idealized  vision  of 
a  government  possessing  unlimited  information  and  purely  benefi¬ 
cent  objectives.  Opponents  of  government  often  fall  prey  to  the  op¬ 
posite  fsdlacy,  contrasting  the  qualities  of  an  ideal  market  with  the 
behavior  of  real  governments,  which  must  act  upon  limited  infor¬ 
mation  and  often  with  distorted  incentives.  Both  institutions  have 
limitations;  neither  measures  up  to  the  ideal. 

A  more  useful  approach  is  to  compare  real  markets  with  real  pol¬ 
icy  effects,  to  understand  when  and  where  lines  between  the  public 
and  the  private  sectors  should  be  drawn.  Finding  this  boundary  is 
difficult;  reasonable  people  can  and  do  differ  on  its  location.  Com¬ 
paring  the  actual  performance  of  markets  and  governments  also 
helps  us  see  how  public  policies  can  make  private  markets  work 
better,  and  how  using  market  incentives  can  improve  the  perform¬ 
ance  of  the  government. 

Nineteen  ninety-six  saw  the  realization  of  mqjor  initiatives  to  es¬ 
tablish  and  extend  competition  in  two  markets  where  it  had  long 
been  absent;  local  telephone  service  and  electricity  generation.  Last 
year’s  Economic  Report  of  the  President  examined  the  future  of  de¬ 
regulation  of  those  two  industries  in  detail.  When  that  Report  was 
written,  these  initiatives  were  optimistic  prospects.  Now  the  com¬ 
plex  task  of  implementing  the  visions  behind  tiiem  has  begun.  Pol¬ 
icymakers  are  working  to  devise  ways  to  bring  about  competition 
while  protecting  against  the  undue  exercise  of  market  power.  Much 
of  the  responsibility  for  maximizing  competition  in  electricity  sales 
and  telephone  service  falls  to  State  government.  As  we  report 
below,  the  States  have  not  shied  from  the  task. 

Markets  also  help  the  government  do  its  job.  A  profoiind  innova¬ 
tion  of  the  last  few  years  has  been  the  use  of  market  mechanisms 
to  help  the  government  achieve  its  goals  at  least  cost  to  consumers 
and  taxpayers.  Even  where  the  case  for  government  intervention  is 
persuasive,  policymakers  have  been  able  to  exploit  the  advantages 
of  the  market  so  that  public  policies  generate  greater  benefits  at 
lower  cost. 

Three  examples  of  that  success  are  especially  noteworthy.  The 
first  is  the  use  of  tradable  emission  permit  programs,  in  which  the 
government  distributes  rights  to  emit  some  pollutant  and  then  al¬ 
lows  firms  to  allocate  those  rights  across  their  plants  and  to  buy 
and  sell  them  among  themselves.  Programs  such  as  these  encour- 
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age  abatement  of  pollution  at  least  cost.  The  second  example  is 
spectrum  auctions.  Here  the  poli^  goals  are  twofold;  get  spectrum 
into  the  hands  of  commimications  service  providers  who  can  gen¬ 
erate  the  greatest  economic  benefit  from  it,  and  raise  funds  to  re¬ 
duce  the  need  for  taxes  to  cover  government  expenses.  The  third 
example  is  the  use  of  market-based  prices  to  lead  to  more  efficient 
use  of  public  lands  for  mining,  grazing,  timber,  and  water  supply, 
while  protecting  their  environmental  value.  The  remainder  of  this 
chapter  discusses  all  three  examples  and  concludes  by  looking  at 
the  limits  to  transferring  public  responsibilities  to  the  private  sec¬ 
tor. 

USING  PUBLIC  POLICY  TO  BRING  COMPETITION 
TO  REGULATED  INDUSTRIES 

In  light  of  the  Federal  Government’s  success  in  introducing  com¬ 
petition  into  airlines,  banking,  trucking,  and  natural  gas,  its  delay 
in  deregulating  the  telephone  and  electricity  industries  may  be 
puzzling.  The  reasons  for  the  delay  explain  why  government  is  like¬ 
ly  to  be  a  complement  to  the  development  of  competitive  markets 
in  these  industries  for  some  time  to  come. 

REASONS  FOR  THE  DELAY  IN  DEREGULATING 
ELECTRICITY  AND  TELEPHONE  SERVICE 

Jurisdictional  issues  have  made  it  legally  and  politically  more 
difficult  for  the  Federal  Government  to  deregulate  electric  and  tele¬ 
phone  utilities  than  other  industries.  Much  of  the  regulation  of 
these  industries  takes  place  at  the  State  level,  through  public  util¬ 
ity  commissions.  The  Federal  Government  generally  regulates  only 
those  portions  that  involve  interstate  commerce.  (Box  6-3  discusses 
some  of  the  economic  issues  involved  in  assessing  whether  regula¬ 
tion  should  take  place  at  the  State  or  the  Federal  level.)  In  the 
telephone  industry  the  FCC  has  traditionally  asserted  authority 
over  long-distance  calling  between  States,  wireless  services,  and 
interstate  access  services  that  local  telephone  companies  provide  to 
long-distance  carriers.  In  electricity,  the  FERC’s  jurisdiction  covers 
wholesale  power  sales,  the  transmission  of  electricity  for  resale  to 
final  customers,  and  (it  asserts)  transmission  service  to  retail  buy¬ 
ers  where  such  transmission  service  is  unbimdled  from  the  power 
itself. 

A  more  fundamental  difficulty  is  the  widespread  presence  of  sub¬ 
stantial  economies  of  scale,  which  create  natural  monopolies.  A  nat¬ 
ural  monopoly  occurs  when  a  good  or  service  can  be  provided  at 
lower  cost  by  one  firm  than  by  two  or  more.  With  a  few  exceptions, 
the  industries  first  deregulated  in  the  1970s  (e.g.,  trucking  and  the 
airlines)  were  not  natural  monopolies.  This  choice  was  by  design. 


Box  6-3. — The  Economics  of  Federalism  in  Regulation 

Historically,  responsibility  for  regulating  electricity  and  tele¬ 
phone  service  has  been  divided  between  the  States  and  the  Federal 
Government.  As  a  legal  matter,  the  scope  of  Federal  authority  de¬ 
pends  upon  interpretation  of  the  commerce  clause  of  the  Constitu¬ 
tion,  which  says  (Article  I,  Section  8),  “The  Congress  shall  have 
Power  .  . .  [t]o  regulate  Commerce  . . .  among  the  several  States  . . . 
Economics,  however,  can  inform  these  interpretations  by  examining  a 
variety  of  factors,  including: 

•  Economic  effects  that  cross  State  lines.  When  problems  are 
local,  solutions  in  general  should  be  local.  The  case  for 
leaving  matters  of  economic  regulation  or  policy  to  the  States 
is  stronger  if  a  State’s  policy  choices  do  not  impose  costs 
on  residents  of  other  States.  For  example,  if  a  State  chooses 
to  regulate  in  ways  that  raise  prices,  the  strength  of  the 
Federal  interest  should  depend  on  whether  consumers  in 
other  States  are  affected  by  those  high  prices  as  well.  A 
second  important  example  involves  environmental  effects 
that  cross  State  borders,  such  as  airborne  pollutants.  A  State 
may  fail  to  impose  sufficient  pollution  controls  on  plants 
within  its  borders  if  those  in  other  States  incur  the  damages. 

•  Economics  of  scale  regulation.  Just  as  the  economy  gains 
by  having  firms  compete  in  the  marketplace,  it  may  also  gain 
by  having  government  jurisdictions  compete  in  the  form  and 
content  of  their  regulations.  In  some  cases,  however, 
effective  regulation  may  require  the  devotion  of  considerable 
resources  and  specialized  expertise  to  gathering  and 
providing  information,  assessing  costs,  evaluating  the  state 
of  competition,  estimating  environmental  effects,  and 
overseeing  compliance.  It  may  be  more  efficient  for  one 
entity — the  Federal  Government — to  undertake  these 
responsibilities  than  to  have  them  divided  among  the  50 
States,  the  District  of  Columbia,  and  other  jurisdictions.  The 
case  for  Federal  regulation  is  stronger  if  considerations 
determining  the  best  way  to  regulate  vary  little  from  State 
to  State. 

•  Comparative  performance  of  governmental  institutions. 
Public  institutions  may  have  incentives  to  act  in  accord  with 
special  interests  rather  than  those  of  the  public  at  large.  When 
this  problem  is  more  prevalent  at  the  State  level,  the  Federal 
level  is  likely  to  be  the  better  venue  in  which  to  vest 
regulatory  authority. 


198 


manufacturing)  and  renewable  technology,  had  the  side  effect  of 
demonstrating  the  feasibility  of  relying  on  nonutility  generators  for 
power  supply.  The  analogues  in  telephones  were  the  "equal  access” 
rules,  imposed  on  the  local  telephone  companies  created  in  1984  by 
the  AT&T  divestiture,  to  give  all  long-distance  carriers  equivalent 
technical  interconnection,  telephone  numbering,  customer  subscrip¬ 
tion,  and  billing  arrangements.  The  divestiture  created  distinct 
local  and  long-distance  companies,  and  compliance  with  the  equal 
access  rules  provided  valuable  experience  in  how  to  interconnect 
separately  owned  and  managed  facilities.  Interconnection  is,  as  we 
discuss  below,  a  crucial  prerequisite  for  competition  in  local  tele¬ 
phone  service  and  in  electric  power  generation. 

THE  TELECOMMUNICATIONS  ACT  OF  1996 

The  Telecommunications  Act  of  1996  outlines  the  route  that  com¬ 
petition  and  der^ulation  in  the  telecommunications  industry  will 
follow.  It  first  takes  on  the  challenge  of  facilitating  competition  in 
local  telephone  service.  New  competitors  may  fall  into  any  of  three 
categories:  providers  with  facilities  offering  all  aspects  of  local  tele¬ 
phone  service;  partial  facilities-based  carriers  that  would  purchase 
xmbundled  network  elements,  such  as  switching  capacity,  from  the 
incumbent  local  carrier;  and  resellers  that  would  purchase  local 
service  at  wholesale  and  resell  it  at  retail,  often  as  part  of  a  "one- 
stop  shopping”  package  of  local  and  long-distance  telephone  service. 
(B<«  6-4  discusses  some  other  aspects  of  the  Telecommunications 
Act.) 

The  Telecommunications  Act  requires  each  incumbent  local  tele¬ 
phone  company  to  allow  facilities-based  competitors  to  interconnect 
with  its  networks  so  that  customers  on  both  networks  can  call  each 
other.  Responsibility  for  interconnection  rests  initially  with  the  car¬ 
riers  themselves,  who  can  negotiate  nondiscriminatoiy  terms  and 
conditions,  subject  to  State  Government  mediation  and  arbitration. 
Incumbent  local  telephone  companies  must  make  network  elements 
and  wholesale  local  service  available  to  competitors.  To  eliminate 
unnecessary  entiy  barriers,  they  must  also  adopt  technology  to  per¬ 
mit  customers  to  keep  their  phone  numbers  when  switching  car¬ 
riers,  and  must  provide  information  necessary  for  network  inter¬ 
operability.  The  Telecommunications  Act  also  charges  the  States 
and  the  FCC  with  devising  competitively  neutral  policies  to  pro¬ 
mote  universal  service,  that  is,  to  ensure  that  telephone  service  is 
reasonably  available  to  all  income  groups  and  geographic  areas  in 
the  United  States. 

The  Telecommunications  Act  also  eliminates  court-imposed  rules 
keeping  the  regional  Bell  operating  companies  (RBOCs,  the  re¬ 
gional  telephone  companies  created  by  AT&T’s  breakup)  out  of 
other  communications  businesses,  most  notably  long-distance  tele- 
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Box  6*4. — Telecommunications  Policy  Is  Not  Jnst  for 
Telephone  Companies 

The  Telecommunications  Act  covers  much  more  than  the  current 
set  of  firms  in  the  telephone  industry.  It  also  expands  the  number  of 
radio  and  television  stations  a  single  firm  may  own,  simplifies  li¬ 
cense  procedures,  and  sets  policies  applicable  if  the  FCC  grants  ex¬ 
isting  broadcasters  rights  to  additional  spectrum  for  tomorrow’s  ad¬ 
vanced  digital  televisions  services  (while  giving  the  FCC  the  power 
to  reclaim  those  additional  rights  or  even  those  that  broadcasters 
currently  have).  But  because  the  act  also  loosens  FCC  rules  on  con¬ 
centration  of  radio  and  television  station  ownership,  such  concen¬ 
tration  may  raise  anti-trust  concerns.  Increasingly,  radio  and  broad¬ 
casting  mergers  are  now  being  scrutinized  by  the  Antitrust  Division 
of  the  U.S.  Department  of  Justice. 

The  Telecommunications  Act  also  reduces  price  regulation  of  some 
cable  television  systems,  while  maintaining  for  3  years  regulations 
on  cable  systems  that  do  not  face  effective  competition.  Cable  tele¬ 
vision  shares  the  wire-bases  network  characteristics  that  have  made 
local  telephone  and  electricity  service  natural  monopolies,  but  it 
arguably  faces  greater  competition  from  other  video  media  such  as 
broadcast  television,  video-cassettes,  and  direct  broadcast  satellite 
service.  To  encourage  telephone  companies  to  compete  with  cable 
operators,  the  Telecommunications  Act  establishes  a  common-car¬ 
rier  “open  video  system”  framework  that  local  can  use  to  provide 
cable  television  service  with  substantially  less  regulation.  In  addi¬ 
tion,  the  act  amends  the  Public  Utility  Holding  Company  Act  of  1935 
to  permit  public  utility  holding  companies  to  acquire  or  maintain  an 
interest  in  “exempt  telecommunications  companies”  (ETCs),  which 
could  provide  telecommunications  or  information  services  in  com¬ 
petition  with  incumbent  providers.  Since  the  act  was  passed,  the  FCC 
has  approved  a  number  of  petitions  for  determination  of  ETC  status. 

Other  major  provisions  of  the  act  seed  to  control  the  availability 
of  obscene  and  indecent  material  to  minors  via  the  Internet  and  re¬ 
quire  that  televisions  with  screen  sizes  exceeding  13  inches  include 
a  so-called  V-chip,  which  when  activated  blocks  programs  with  rat¬ 
ings  designed  to  inform  parents  of  sexual,  violent,  or  indecent  con¬ 
tent  that  their  children  might  see.  As  of  this  writing,  several  Federal 
courts  have  ruled  that  the  content  provisions  regarding  indecency 
on  the  Internet  violate  freedom  of  speech. 
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phone  service  (Box  6-5).  The  act  replaced  these  rules  with  a  long¬ 
distance  entry  approval  procedure  administered  by  the  FCC.  For 
an  RBOC  to  receive  FCC  authorization  to  provide  long-distance 
service  to  its  local  service  customers,  it  must  have  an  approved 
interconnection  agreement  with  a  facilities-based  competitor,  or,  if 
no  competitor  has  made  a  good-faith  request  for  interconnection  or 
network  elements  within  a  spedfled  time,  it  must  have  an  ap¬ 
proved  statement  of  terms  and  conditions  under  which  it  will  pro¬ 
vide  interconnection.  In  either  case  the  RBOC  must  offer  inter¬ 
connection  under  terms  and  conditions  that  meet  a  14-point  statu¬ 
tory  checklist.  The  FCC  then  must  determine  whether  granting  the 
RBOC’s  application  to  provide  long-distance  service  “is  consistent 
with  the  public  interest.”  In  making  its  determinations,  the  FCC  is 
required  to  consult  the  regulatory  commissions  of  the  relevant 
States  to  verify  compliance  with  the  checklist,  and  to  solicit  and 
grant  substantial  weight  to  the  Department  of  Justice’s  evaluation 
of  the  application.  The  Antitrust  Division  of  the  Department  of  Jus¬ 
tice  has  long  experience  in  competition  analysis,  and  thus  has  the 
expertise  to  judge  the  effects  of  an  RBOC’s  provision  of  long-dis¬ 
tance  service. 

Similar  prohibitions  against  manufacturing  of  telecommuni¬ 
cations  equipment  by  the  RBOCs  are  repealed,  effective  when  the 
company  obtains  approval  to  provide  long-distance  service.  The 
Telecommunications  Act  prohibits  RBOCs  from  discriminating 
against  competitors  in  areas  such  as  procurement  and  access  to 
technical  network  information.  To  protect  against  anticompetitive 
discrimination  and  the  possibility  that  local  telephone  customers 
will  end  up  paying  for  the  RBOCs’  ventures  into  long-distance  serv¬ 
ice,  manufacturing,  and  other  new  enterprises,  these  offerings  must 
be  provided  by  separate  subsidiaries  for  a  minimum  of  3  years. 

Yet  creating  competition  is  not  simply  a  matter  of  legislative  dec¬ 
laration;  controversies  r^arding  market  power  and  dominance  will 
persist  for  some  time.  Exemplifying  both  the  complexity  of  the  is¬ 
sues  and  the  case  for  regulatoiy  oversight  is  the  FCC’s  First  Report 
and  Order  implementing  the  local  competition  provisions  of  the 
Telecommimications  Act.  Table  6-1  summarizes  some  of  the  con¬ 
troversy  and  the  FCC’s  decisions. 

As  of  this  writing,  the  8th  Circuit  Court  of  Appeals  has  stayed 
implementation  of  parts  of  the  order,  holding  that  the  FCC  went 
beyond  its  jurisdiction  in  prescribing  prices  and  pricing  methods  for 
network  elements  and  wholesale  telephone  service.  While  the 
courts  consider  these  issues.  State  regulators  continue  to  mediate, 
arbitrate,  and  approve  interconnection  negotiations  between  incum¬ 
bent  local  telephone  companies  and  new  entrants.  The  FCC  will 
still  have  to  make  decisions  regarding  whether  the  RBOCs  have 
met  the  prescribed  conditions  for  being  allowed  to  offer  long-dis- 
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Box  6-5. — Why  Were  the  Regional  Bell  Operating  Companies 
Kept  Out  of  Other  Markets? 

The  RBOCs  are  the  local  service  companies  spun  off  by  AT&T  in 
1984  as  part  of  the  settlement  of  the  antitrust  case  brought  against  it 
by  the  Department  of  Justice.  The  divestiture  was  premised  on  the 
economic  harm  created  when  a  regulated  monopoly  can  evade  con¬ 
trols  on  prices  and  profits  by  operating  businesses  in  other  unregu¬ 
lated  (or  less  tightly  regulated)  markets.  In  U.S.  v.  AT&T,  the  regu¬ 
lated  monopolies  in  question  were  AT&T’s  local  service  companies, 
and  the  relatively  unregulated  businesses  were  its  long-distance  ser¬ 
vice  and  its  telecommunications  equipment  manufacturing  subsid¬ 
iary.  The  leading  concerns  were; 

•  Anticompetitive  discrimination.  A  regulated  local  telephone 
monopolist  that  also  provided  long-distance  service  might, 
for  example,  provide  delayed  or  inferior  connections  to  other 
long-distance  competitors.  If  long-distance  companies  can 
only  complete  calls  through  the  local  network,  those 
competitors  can  not  turn  elsewhere  for  adequate  connections. 
This  boosts  demand  for  the  monopolist’s  own  long  distance 
service,  allowing  it  to  raise  long-distance  prices. 

•  Cross-subsidization.  A  regulated  local  telephone  company 
might  purchase  equipment  and  labor  to  provide  long-distance 
service  and  record  these  purchases  as  costs  of  providing  local 
service.  It  could  then  cite  these  added  costs  to  justify  to  its 
regulator  an  increase  in  its  local  telephone  rates.  Because  it 
has  a  local  service  monopoly,  customers  cannot  turn 
elsewhere  and  must  pay  the  higher  rates.  The  profits  show 
up  on  the  books  of  the  unregulated  long-distance  service. 

In  the  1970s  and  early  1980s  the  local  telephone  monopoly  ap¬ 
peared  permanent  and  regulatory  approaches  ineffective.  The  De¬ 
partment  of  Justice’s  Antitrust  Division  therefore  pressed  AT&T  to 
divest  its  local  operations,  creating  the  RBOCs.  To  prevent 
anticompetitive  discrimination  and  cross-subsidization  from  recur¬ 
ring,  the  RBOCs  were  kept  out  of  long-distance  service  and  other 
markets.  Enacted  12  years  after  the  divestiture,  the  Telecommunica¬ 
tions  Act  of  1996  reflects  technical  change  that  has  made  the  pros¬ 
pect  of  local  competition  more  realistic,  and  gives  the  RBOCs  a  rea¬ 
sonable  opportunity  to  meet  conditions  under  which  their  provision 
of  long-distance  service  would  promote  rather  than  inhibit  com¬ 
petition. 
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Table  6-1. — The  Interconnection  Debate 


Entry  meltwd 

Entrant  side 

Incumbent  side 

FCC  policy 
(absent  a 

negotiated  agreement 
between  the  parties) 

Fxility-based  total 
service  providers 

Incumbent  would  preserve 
monopoly  by  refusini 
to  interconnect. 

Act  left  interconnection  to 
bilateral  nefotiation: 

FCC  intervention  will 
give  too  tittle  weight  to 
local  market  consider¬ 
ations. 

Set  basic  rules  for  inter¬ 
connection  between 
existing  local  telephone 
companies  and  new 
end-to-end 
providers 

Purchase  of  "netvrork 
elenients" 

Incumbent  would  offer  too 
few  elements  at  too 
hi|h  a  price. 

Entrants  demand  ineffi¬ 
cient  sliang  of  net- 
worK-  rates  based  on 
forward-looking  costs 
will  not  provide  enough 
revenue  to  pay  for  past 
investments. 

Determine  the  "network 
elements"  (loops, 
switches,  other  compo¬ 
nents)  incumbent 
carriers  should  make 
available;  specih  cost- 
based  methods  (or  set¬ 
ting  their  prices. 

Resell  incumbent's 
service  at  retail:  own  no 
facilities 

Vttwlesale  discounts 
below  retail  rates  are 
necessary  for  profitable 
retail  competition. 

Resellets  should  not  get 
service  at  prices 
discounted  from  retail 
rates  that,  because  of 
regulation,  are  below 
the  cost  of  providing 
service. 

Set  a  default  wholesale 
discount  of  17-25 
percent  below  retail, 
based  on  estimates  of 
incumbents'  cosb 
related  to  retailing 
that  incumbents  would 
avoid. 

Souicc:  Council  of  Economic  Advisea  b»ed  on  Federal  Communications  Commission  interconnection  order 


tance  service,  in  accord  with  the  checklist  and  the  "public  interest” 
standard  in  the  Telecommunications  Act. 

While  the  interconnection  issue  is  pending,  the  Joint  Board  of 
FCC  and  State  Public  Utility  Commissioners  has  adopted  rec¬ 
ommendations  for  funding  universal  service  subsidies  for  telephone 
service  to  low-income  or  high-cost  (generally  rural)  areas  through 
competitively  neutral  contributions  from  interstate  telecommuni¬ 
cations  service  providers.  The  proposal  defines  universal  service  as 
including  basic  voice  telephone  service  and  ancillary  services.  The 
current  practice  of  subsidizing  universal  service  through  "access 
charges”  (fees  that  long-distance  companies  pay  the  local  incum¬ 
bent  to  originate  and  terminate  calls)  is  neither  transparent  nor 
likely  to  be  sustainable  in  a  competitive  environment,  as  the  entry 
of  new  telephone  companies  fosters  b3rpass  of  the  payment  system. 
In  December  1996  the  FCC  initiated  proceedings  to  reform  access 
charges.  It  is  proposing  to  prescribe  specifle  changes  in  access 
charges  and/or  to  grant  a  local  telephone  company  different  degrees 
of  pricing  flexibility  depending  upon  whether  it  faces  potential 
entry,  actual  competition,  or  substantial  competition. 

One  question  in  addressing  universal  service  and  access  charges 
is  whether,  after  deregulation,  the  earnings  of  incumbent  telephone 
companies  will  suffice  to  cover  the  infrastructure  costs  mandated 
under  prior  regulatory  regimes.  As  last  year’s  Economic  Report  of 
the  President  argued  in  the  context  of  "stranded  costs”  of  electric 
utilities  (which  are  discussed  further  below),  recovery  of  costs  le- 
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utilities  (which  are  discussed  further  below),  recoveiy  of  costs  le¬ 
gitimately  incurred  pursuant  to  regulatory  obligations  would  be 
warranted.  Such  recovery  should  be  limited,  however,  to  invest¬ 
ment  expenses  not  already  recovered  through  past  earnings.  It  is 
also  crucial  that  any  such  recovery  be  accomplished  in  a  manner 
that  is  competitively  neutral — ^for  example,  creating  neither  artifi¬ 
cial  price  nor  cost  advantages  for  the  incumbent  carrier. 

The  years  of  debate  that  preceded  passage  of  the  Telecommuni¬ 
cations  Act  are  likely  to  presage  additional  years  of  regulation  and 
litigation  to  realize  its  goals.  These  complex  issues  will  require  ac¬ 
tive  policy  oversight  to  ensure  a  proper  outcome. 

EXPANDING  COMPETITION  IN  ELECTRICITY: 

FEDERAL  ORDERS  AND  STATE  INITIATIVES 

Telecommunications  was  not  the  only  industry  during  the  past 
year  to  be  the  object  of  procompetitive  policy  initiatives.  Mcgor  reg¬ 
ulatory  decisions  by  the  Federal  Energy  Regulatory  Commission, 
along  with  ambitious  State  initiatives,  are  already  opening  markets 
in  electric  power  generation  to  competition.  Legislation  to  increase 
competition  in  electric  power  markets  is  under  active  consideration 
by  the  Congress  and  the  Administration.  (Box  6-6  discusses  the 
important  role  of  merger  enforcement  during  the  transition  to  com¬ 
petition  in  the  electricity  and  telephone  industries.) 

The  1992  Energy  Policy  Act  authorized  the  FERC  to  order  a 
transmission-owning  utility  to  provide  wholesale  transmission  serv¬ 
ice.  This  enabled  generators  owned  by  the  transmission  utility,  by 
other  utilities,  or  by  independent  power  producers  to  compete  to 
sell  power  to  local  distribution  companies  or  anyone  else  engaged 
in  the  resale  of  electricity.  Opening  up  wholesale  markets  and 
interstate  transmission  networks  to  the  panoply  of  generating  com¬ 
panies  should  lower  prices  and  will  be  necessary  for  effective  retail 
competition.  State  regulators  are  now  determining  the  extent  to 
which  competition  in  electricity  may  extend  to  retail  markets. 

The  key  provisions  of  the  FERC’s  Order  No.  888,  issued  April  24, 
1996,  require  public  utilities  to  file  nondiscriminatory  “open  access” 
tariffs  for  the  interstate  transmission  of  electricity  sold  at  whole¬ 
sale.  Order  No.  888  also  requires  “functional  unbundling”  by  utili¬ 
ties  of  generation  from  transmission,  with  separate  rates  for  whole¬ 
sale  power,  transmission  service,  and  other  ancillary  services. 
These  tariffs  are  intended  to  ensure  that  the  utility  treats  nonafHli- 
ated  power  companies  the  same  way  it  treats  its  own  generators 
in  terms  of  prices  and  service  options.  To  implement  these  proce¬ 
dures,  Order  No.  889  mandates  the  creation  of  Open  Access  Same- 
Time  Information  Systems  (OASIS)  to  provide  all  generators  with 
up-to-the-minute  data  regarding  power  flows  and  congestion  in  the 
transmission  network.  The  thrust  behind  these  two  orders  is  the 


Box  6*6. — Mergers  During  the  Transition  to  Competition 

At  the  same  time  that  the  FERC,  the  FCC,  and  the  State  govern¬ 
ments  are  engaged  in  designing  the  regulations  to  facilitate  compe¬ 
tition  in  telephone  and  electricity  markets,  these  industries  are  see¬ 
ing  considerable  merger  activity.  Mergers  may  enable  firms  to  ex¬ 
ploit  economies  of  scale,  but  they  can  also  engender  concerns  that 
competition  will  be  reduced.  The  Horizontal  Merger  Guidelines  pro¬ 
mulgated  by  the  Department  of  Justice  and  the  Federal  Trade  Com¬ 
mission  point  out  that  mergers  can  lessen  competition  by  making  it 
easier  for  firms  to  collude  and,  in  some  cases,  giving  monopoly-like 
power  to  the  merging  parties. 

A  crucial  consideration  in  evaluating  mergers  is  what  antitrust 
experts  call  market  definition;  identifying  who  is  in  the  market  and 
who  is  not.  All  else  being  equal,  the  more  sellers  that  remain  in  the 
market  after  a  merge,  the  less  likely  it  is  that  the  merger  will  reduce 
competition.  As  the  industries  have  been  structure  up  to  now,  merg¬ 
ers  between  local  telephone  companies,  or  between  electric  utili¬ 
ties,  might  have  little  anticompetitive  effect,  because  the  two  would 
by  law  and  economics  be  in  separate  markets.  Following  the  Tele¬ 
communications  Act  of  1996  and  Order  No.  888,  however,  the  con¬ 
cern  is  that  these  mergers  might  reduce  potential  competition  in  the 
future.  The  effects  of  a  merger  in  these  industries  depend  on  how 
those  initiatives  are  implemented  and  how  the  industries  respond. 
We  do  not  yet  know  how  the  market  will  turn  out-whether  two,  three, 
or  ten  companies  will  compte  to  provide  electricity  or  local  tele¬ 
phone  service  to  customers  in  any  particular  area.  Moreover,  the 
mergers  themselves  may  reflect  the  firms’  belief  that  they  should 
merge  now  before  authorities  can  prove  that  the  mergers  would  re¬ 
duce  competition. 

In  principle,  mergers  can  be  a  way  for  firms  to  reduce  costs  and 
improve  their  ability  to  compete.  However,  efforts  to  block 
anticompetitive  mergers  are  crucial  if  legislative  and  regulatory  ef¬ 
forts  at  all  levels  of  government  to  promote  competition  are  to  real¬ 
ize  their  full  potential. 
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strict  corporate  separation  between  transmission  companies  and 
generators.  A  widely  discussed  alternative  is  to  create  so-called 
independent  system  operators  (ISOs).  An  ISO  wovtld  operate  (but 
not  own)  a  transmission  grid,  keep  power  supply  equal  to  use,  and 
manage  responses  to  emergencies  and  blackouts.  The  FERC  recog¬ 
nizes  the  need  to  prohibit  conflicts  of  interest  between  ISOs  and 
power  providers  and  has  set  forth  principles  that  ISOs  must  sat¬ 
isfy.  However,  the  agency  has  left  the  development  and  implemen¬ 
tation  of  ISOs  to  the  utilities  and  the  States. 

A  second  msgor  issue  involves  what  are  known  in  the  electricity 
industry  as  stranded  costs.  As  discussed  in  last  year’s  Economic 
Report  of  the  President,  electric  utilities  facing  competition  from 
new,  low-cost  power  suppliers  may  be  unlikely  to  recover  substan¬ 
tial  amounts  of  their  undepreciated  investments  in  high-cost  power 
plants.  A  second  source  of  stranded  costs  is  long-term  contracts 
with  high-cost  renewable  power  suppliers.  Such  contracts  were 
mandated  by  Federal  laws  intended  to  promote  purchases  of  such 
power  by  utilities  at  their  avoided  costs  of  new  plant  construction. 
Over  time,  however,  those  contract  prices  have  probably  turned  out 
to  be  higher  than  the  projected  cost  of  power  under  deregulation. 

Allowing  utilities  to  recover  prudently  incurred  investment  and 
contract  costs  is  important.  Investors  in  regulated  enterprises  need 
to  be  reasonably  confident  that  the  government  will  not  renege  on 
its  commitments  by  arbitrarily  denying  the  investors  any  oppor¬ 
tunity  to  recover  their  upfront  costs.  At  the  same  time,  however, 
regulated  firms  may  engage  in  wasteful  investments  if  recovery  is 
guaranteed  unconditionally.  To  avoid  creating  this  incentive,  a  pre¬ 
sumption  in  favor  of  cost  recovery  should  apply  only  for  costs  in¬ 
curred  to  comply  with  specific  regulatory  mandates  or  before  com¬ 
petition  became  a  significant  prospect. 

In  its  recent  Order  No.  888,  the  FERC  granted  utilities  the  right 
to  seek  recovery  of  costs  stranded  when  a  former  wholesale  cus¬ 
tomer  purchases  power  from  new  suppliers.  The  FERC's  rule  only 
covers  contracts  established  prior  to  Jiily  11,  1994,  the  day  the 
agency  published  its  stranded  cost  rulemaking  in  the  Federal  Reg¬ 
ister.  It  served  notice  that  it  would  not  consider  a  request  for 
wholesale  stranded  cost  recovery  for  contracts  entered  into  after 
that  date.  Much  of  the  potentially  stranded  costs,  perhaps  over  90 
percent,  fall  under  State  jurisdiction,  however,  and  are  being  re¬ 
solved  by  the  various  States  in  different  ways. 

States  across  the  country  are  also  expanding  competition  in  elec¬ 
tricity.  New  Hampshire  has  already  undertaken  a  pilot  prt^^ram  in 
which  16,000  randomly  selected  customers  were  allowed  to  choose 
their  electric  company.  In  response,  over  30  power  companies  have 
offered  a  variety  of  flat  rates  and  usage  discoimts,  rebates  and 
other  inducements,  and  promises  of  environmental  sensitivity.  In 
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Februaiy  1996  the  Wisconsin  Public  Service  Commission  submitted 
a  proposal  to  the  State  legislature  describing  a  32-step  plan  to 
bring  retail  competition  to  consumers  there  by  2001.  In  September 
1996  California  enacted  a  plan  that  would  offer  consumers  a  choice 
of  power  providers  as  early  as  Januaiy  1998,  with  deregulation  of 
retail  power  prices  by  2002.  These  initiatives  illustrate  how 
complementarity  between  public  policy  and  private  markets  holds 
at  the  State  level  as  well  as  for  Federal  regulation. 

The  existing  statutory  and  regulatory  framework  may  make  it 
difficult  to  resolve  the  complex  issues,  such  as  ensuring  system  re¬ 
liability,  that  are  sure  to  arise  as  competition  in  electricity  evolves. 
Accordingly,  the  Administration  is  considering  a  variety  of  legisla¬ 
tive  proposals  to  modify  existing  regulatory  frameworks.  Such  leg¬ 
islation  could  promote  competition  and  efficiency  in  the  electricity 
industry  by  permitting  more  flexible  industry  structures  and  clari¬ 
fying  the  jurisdictional  boundaries  between  State  and  Federal  Gov¬ 
ernments. 

MARKETS  COMPLEMENTING  GOVERNMENTS 

The  Telecommunications  Act,  the  FERC’s  open  access  orders,  and 
State  and  Federal  actions  to  implement  them  illustrate  how  gov¬ 
ernment  policy  can  facilitate  the  development  of  responsive,  com¬ 
petitive  markets.  The  street  goes  both  ways,  however.  Recent  policy 
developments  regarding  pollution  control,  spectrum  management, 
and  land  use  show  how  government  can  use  market  forces  to  help 
achieve  important  social  objectives.  (Box  6-7  indicates  how  ad¬ 
vances  in  telecommunications  are  making  the  government  more  ac¬ 
cessible  to  the  public.) 

EMISSIONS  TRADING:  APPLICATIONS  TO  AIR 
POLLUTION 

Concerns  about  environmental  degradation  and  resource  deple¬ 
tion  have  led  to  an  intensified  search  for  innovative,  cost-effective 
solutions.  One  fairly  new  approach  is  emissions  permit  trading. 
Proposed  at  least  as  long  ago  as  the  1971  Economic  Report  of  the 
President,  emissions  trading  is  now  often  regarded  as  the  preferred 
policy  approach  to  a  range  of  environmental  problems.  By  giving 
polluters  a  financial  incentive  to  reduce  emissions  in  the  least  ex¬ 
pensive  possible  way,  emissions  trading  reduces  the  costs  of  envi¬ 
ronmental  protection.  Firms  with  high  abatement  costs  can  pur¬ 
chase  permits  from  firms  with  low  abatement  costs,  which  thus 
find  it  profitable  to  reduce  their  emissions  and  sell  their  surplus 
permits.  As  a  result,  greater  responsibility  for  reducing  emissions 
is  allocated  to  those  firms  that  can  do  so  at  least  expense. 
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Box  6-7. — Bringing  the  GoTernunent  to  the  People  via  the 

Internet 

An  important  advance  in  the  use  of  telecommunications  technol¬ 
ogy  to  promote  democracy  is  the  expanding  availability  of  govern¬ 
ment  information  via  the  World  Wide  Web  on  the  Internet.  Any  citi¬ 
zen  with  access  to  a  computer  and  a  telephone  line  at  home,  work, 
or  the  public  library  can  now  search  this  vast  hoard  of  information. 

To  get  to  these  sources  of  information,  one  enters  a  website  ad¬ 
dress  (formally  called  a  uniform  resource  locator,  or  URL)  in  a  World 
Wide  Web  browser  program.  The  URL  usually  takes  the  form: 

http://www.name.gov/ 

where  in  place  of  “name”  the  user  specifies  the  site.  Some  of  the 

leading  government  websites  are: 

Library  of  Congre.ss 

loc 

White  House 

whitehouse 

Department  of  Agriculture 

usda 

Department  of  Commerce 

doc 

Department  of  Education 

ed 

Department  of  Energy 

doe 

Department  of  Health  and  Human  Services 

dhhs 

Department  of  the  Interior 

doi 

Department  of  Justice 

usdoj 

Department  of  Labor 

dol 

Department  of  State 

state 

Department  of  Transportation 

dot 

Department  of  the  Treasury 

ustreas 

Department  of  Veterans  Affairs 

va 

Environmental  Protection  Agency 

epa 

Federal  Communications  Commission 

fee 

Federal  Trade  Commission 

ftc 

Government  Printing  Office 

gpo 

National  Aeronautics  and  Space  Administration 

nasa 

National  Science  Foundation 

nsf 

Within  the  Library  of  Congress  website,  a  useful  source  of  infor¬ 
mation  on  the  Congress  and  on  Federal  legislation  is  the  Thomas 
data  base.  From  the  White  House  webside,  one  can  use  the  “Interac¬ 
tive  Citizens’  Handbook”  to  find  websites  for  other  Executive  Of¬ 
fice  agencies,  including  that  of  the  Council  of  Economic  Advisers, 
which  includes  an  electronic  edition  of  this  Report. 
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Emissions  Trading  in  Practice 

Much  of  the  enthusiasm  for  emissions  trading  is  due  to  its  suc¬ 
cess  in  attaining  mandated  reductions  in  svilfur  dioxide  (SO2)  emis¬ 
sions  from  electric  utilities,  at  lower-than-expected  costs.  The  Envi¬ 
ronmental  Protection  Agency  (EPA)  implemented  emissions  trading 
as  part  of  its  Acid  Rain  Program.  That  program,  instituted  under 
the  1990  Clean  Air  Act  Amendments,  called  for  m^or  reductions 
of  atmospheric  SO2  and  nitrogen  oxides  (NOx),  the  pollutants  that 
cause  acid  rain.  To  hold  SO2  emissions  to  a  targeted  maximum 
total  level,  the  EPA  issued  each  polluter  a  number  of  permits  based 
on  fossil-fuel  usage  in  the  mid-1980s.  (Box  6-8  discusses  the  rel¬ 
ative  merits  of  giving  away  emissions  permits,  auctioning  them  to 
the  highest  bidder,  and  charging  emissions  fees.)  After  the  initial 
distribution,  permitholders  were  allowed  to  buy  or  sell  permits  or 
use  them  to  offset  excess  pollution  in  other  parts  of  their  own  oper¬ 
ations. 

During  the  debate  over  the  Clean  Air  Act  in  the  1980s,  utilities 
warned  that  annual  compliance  costs  could  exceed  $4  billion  by  the 
year  2000,  and  SO2  pollution  allowances  were  predicted  to  trade  at 
prices  ranging  from  $170  to  almost  $1,000  per  ton  of  emissions.  By 
the  end  of  1995,  however,  the  price  of  SO2  permits  was  around  $80 
per  ton.  Some  preliminary  analyses  suggest  that  several  factors — 
deregulation  that  reduced  the  cost  of  shipping  Western  low-sulfur 
coal  by  rail,  improvements  in  fuel  blending  technology,  and  sub¬ 
sidies  for  the  installation  of  equipment  (called  "scrubbers’)  to  filter 
out  emissions  from  smokestacks — reduced  demand  for  and  thus  the 
price  of  SO2  permits.  The  flexibility  provided  by  the  emissions  trad¬ 
ing  system,  however,  is  credited  with  promoting  competition  in  coal 
markets  and  encouraging  innovation  that  led,  at  least  in  part,  to 
these  cost  reductions.  Whatever  the  linkage,  as  market-based 
methods  reduce  the  costs  of  abatement,  more  stringent  environ¬ 
mental  standards  become  easier  to  justify. 

The  first  phase  of  SO2  emissions  trading,  affecting  110  plants, 
began  January  1,  1995.  Phase  II  of  the  Add  Rain  Program  is  slated 
to  begin  in  2000,  when  an  additional  700  fossil  fuel-burning  plants 
will  be  subject  to  emissions  caps.  Moreover,  analysts  expect  that 
permit  trading  will  play  a  greater  role  in  other  ways  as  the  market 
expands.  The  EPA  is  examining  ways  to  respond  to  increased  com¬ 
petition  following  the  FERC’s  Order  No.  888,  which  according  to 
the  EPA’s  analysis  will  increase  the  market  share  of  relatively  high 
emission  coal-fired  plants.  A  trading  system  for  NOx  is  a  strong 
contender. 

Emissions  Trading  and  Climate  Change  Policy 

In  July  1996  the  Administration  announced  that  the  United 
States  would  support  an  international  effort  to  set  reasonable  and 
attainable,  binding  emissions-reduction  targets  for  greenhouse 


210 


I 


Box  6-8. — Taxing  Pollution  Versus  Giving  Away  Emissions 
Trading  Permits  Versus  Auctioning 

The  first  emission  permits  under  the  EPA’s  Acid  Rain  Program 
were  issued  to  utilities  without  charge.  But  handing  out  tradable 
emissions  permits  for  free  is  not  the  only  way  to  introduce  markets 
into  environmental  protection.  Other  policy  operations  include  plac¬ 
ing  fees  on  emissions,  and  auctioning  rather  than  giving  away  per¬ 
mits.  By  changing  relative  prices,  and  therefore  incentives,  all  of 
these  policies  seek  to  improve  upon  traditional  command-and-con- 
trol  methods  that  specify  pollution  limits  for  each  plant  and,  in  some 
cases,  even  the  technologies  to  be  used  to  achieve  those  limits.  Mar¬ 
ket-based  incentive  policies  tend  to  increase  efficiency  by  imposing 
a  marginal  cost  on  firms  for  polluting,  through  either  paying  more 
fees,  purchasing  more  permits,  or  forgoing  the  opportunity  to  sell 
permits  to  someone  else.  Facing  these  costs  gives  firms  the  incen¬ 
tive  to  reduce  pollution  most  at  plants  where  it  costs  the  least  to  do 
so,  and  by  developing  and  using  less  expensive  abatement  technolo¬ 
gies. 

Economically,  the  choice  between  fees  and  marketable  permits  is 
of  secondary  importance.  If  it  is  crucial  to  set  some  absolute  limit 
on  the  quantity  of  pollution  introduced  into  the  environment,  per¬ 
mits  together  with  stringent  enforcements  can  ensure  that  that  limit 
is  not  exceeded.  If  the  incremental  social  cost  from  adding  pollut¬ 
ants  is  known  to  be  relatively  constant,  the  theoretically  better  ap¬ 
proach  would  be  to  set  fees  equal  to  that  cost.  Collecting  emissions 
fees,  and  auctioning  rather  than  giving  away  permits,  also  raise  rev¬ 
enue  that  can  be  used  for  deficit  reduction  or  to  cut  other,  more 
distortionary  taxes. 

Whether  regulators  give  away  permits,  auction  them  off,  or  im¬ 
pose  pollution  fees,  anything  that  forces  firms  to  abate  pollution  or 
cut  back  output  is  sure  to  raise  the  cost  of  supplying  the  goods  and 
services  those  firms  produce.  These  higher  costs  translate  into  higher 
product  prices.  Higher  prices,  however,  lead  consumers  to  take  pol¬ 
lution  costs  into  account  when  making  their  own  purchasing  deci¬ 
sions. 
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The  United  States  has  called  for  flexible  and  market-based  ap¬ 
proaches  for  reducing  these  emissions,  one  of  which  may  be  domes¬ 
tic  and  international  greenhouse  gas  emissions  trading  systems. 
Extending  trading  internationally  is  especially  intriguing.  An  inter¬ 
national  trading  system  would  be  able  to  take  advantage  of  green¬ 
house  gas  reductions  in  those  participating  nations  where  the  mar¬ 
ginal  cost  of  reducing  emissions  is  relatively  low. 

Other  Implementation  Issues 

Determining  the  initial  distribution  of  emission  permits  can  be 
contentious.  The  alternative  to  allocating  permits  through  the  mar¬ 
ket  by  auctioning  them  is  to  rely  on  a  formula,  which  may  be  based 
on  past  and  current  pollution.  Such  formidas  can  be  controversial 
because  recipients  of  permits  are  given  a  scarce  and  valuable  re¬ 
source.  Moreover,  companies  anticipating  an  allocation  based  on 
current  practices  have  an  incentive  to  delay  actions  to  limit  pollu¬ 
tion  or  other  environmentally  harmful  activities,  in  order  to  qualify 
for  more  permits.  This  incentive  can  be  partially  neutralized  by 
linking  reductions  to  some  prior  historical  baseline.  However,  this 
approach  can  make  the  choice  of  allocation  formula  more  difficult, 
since  participants  will  realize  that  a  distribution  of  permits  based 
on  historical  practices  penalizes  those  who  were  the  first  to  under¬ 
take  actions  to  improve  the  environment. 

In  cases  where  the  incremental  harm  from  emissions  is  relatively 
constant  over  time,  the  efficiency  of  emissions  trading  can  be  en¬ 
hanced,  at  least  in  the  short  run,  by  allowing  polluters  to  bank  and 
borrow  permits.  Under  such  a  system,  polluters  could  defer  their 
use  of  a  permit,  or  borrow  against  future  allowances,  as  their  costs 
dictate.  Where  workable,  this  can  allow  the  emissions  trading  mar¬ 
ket  to  allocate  reductions  over  time  in  a  more  efficient  manner. 
Timing  flexibility  can  reduce  compliance  costs  through  better  co¬ 
ordination  of  emissions  reductions  when  replacing  old  facilities 
with  less  polluting  technology.  In  the  first  year  of  the  EPA’s  SO2 
trading  program,  emissions  reductions  were  about  40  percent 
greater  than  the  target  level,  as  utilities  "banked”  allowances  for 
future  years. 

A  problem  can  arise  when  the  damages  from  emissions  are  not 
distributed  evenly  over  the  geographic  area  in  which  firms  can 
trade  permits.  If  polluters  with  high  abatement  costs — ^the  ones 
most  likely  to  buy  permits — are  geographically  concentrated,  a  "hot 
spot”  area  that  is  persistently  in  serious  noncompliance  may  result. 
Hot  spots  are  a  potential  problem  with  SO2,  but  they  may  be  more 
serious  with  regard  to  NO,.  Better  market  mechanisms  for  dealing 
with  hot  spots  should  be  developed. 

Despite  these  and  other  complications,  interest  in  emissions  trad¬ 
ing  remains  strong,  primarily  because  of  the  potential  cost  savings 
and  efficiency  gains.  The  EPA  estimates  that  meeting  possible  SO2, 
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NOx,  and  mercury  targets  through  an  emissions  trading  program 
with  banking  would  reduce  abatement  costs  in  2005  by  almost  two- 
thirds  compared  with  a  traditional  command-and-control  approach. 
Researchers  at  the  Stanford  Energy  Modelling  Forum  have  pre¬ 
dicted  that  international  emissions  trading  for  carbon  dioxide  could 
reduce  costs  as  much  as  50  percent  below  the  minimiim  achievable 
using  purely  domestic  programs — and  as  much  as  80  percent  if 
flexibility  in  the  timing  of  emissions  reductions  is  allowed.  These 
cost  savings  do  not  conflict  with  considerations  of  intergenerational 
equity,  because  they  take  place  within  a  program  designed  to  en¬ 
sure  that  concentrations  of  carbon  dioxide  never  exceed  critical  tar¬ 
get  levels  in  any  year. 

SPECTRUM  AUCTIONS 

Auctions  of  rights  to  use  publicly  owned  resoiirces  can  allocate 
those  resources  efllciently,  as  well  as  generate  revenues  to  help 
cover  the  costs  of  government  programs.  The  chief  example  in  1996 
was  the  FCC’s  auctions  of  rights  to  use  parts  of  the  radio  spectrum 
for  personal  communications  systems  (PCS).  By  virtually  all  ac¬ 
counts,  this  was  an  enormously  successful  example  of  using  market 
forces  to  complement  the  public  sector. 

Auctions  can  be  designed  in  numerous  ways.  Some  feature  one¬ 
time  sealed  bids,  whereas  others  feature  repeated  open  bids.  Rights 
or  permits  to  be  auctioned  can  be  offered  together  or  one  at  a  time. 
Winning  bidders  may  pay  the  bid  they  offer  or,  to  limit  strategic 
incentives  to  underbid,  they  may  pay  the  second-highest  bid  of¬ 
fered.  The  winner  can  be  determined  either  as  the  last  to  make  an 
offer  higher  than  all  preceding  offers,  or  as  the  flrst  to  speak  up 
as  an  auctioneer  offers  a  succession  of  declining  sales  prices.  Re¬ 
gardless  of  the  method,  the  goals  are  the  same;  to  get  assets  into 
the  hands  of  those  who  will  derive  the  greatest  economic  value 
from  them,  and  to  do  so  rapidly  and  efficiently.  How  best  to  design 
the  auction  depends  on  a  variety  of  strategic  considerations.  A  pri¬ 
mary  factor  in  the  PCS  auctions  (Box  6-9)  was  to  enable  bidders 
to  pursue  collections  of  licenses  and  preserve  their  options  when 
strategies  needed  revision.  This  added  flexibility  is  likely  to  have 
increased  firms’  willingness  to  bid,  allowing  the  government  to  cap¬ 
ture  some  of  the  economic  benefits  created  by  making  it  easier  for 
firms  to  place  bids  for  one  license  based  on  their  beliefs  about 
whether  they  will  win  others. 

Spectrum  auctions  have  particular  advantages  over  earlier  meth¬ 
ods  of  issuing  spectrum  licenses.  Comparative  hearings,  in  which 
the  FCC  attempted  to  distinguish  among  prospective  licensees  on 
noneconomic  grounds,  generated  enormous  delay  and  expensive 
litigation  with  little  if  any  public  benefit.  Using  lotteries  to  distrib¬ 
ute  licenses  randomly  to  applicants  eliminated  the  need  for  the 
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Box  6-9. — Spectrum  Auctions:  A  $22  Billion  Economic  Idea 

As  a  mechanism  for  capturing  the  value  of  the  electromagnetic 
spectrum  for  the  public,  and  for  getting  spectrum  quickly  into  the 
hands  of  service  providers,  auctioning  has  been  spectacularly  suc¬ 
cessful.  The  most  dramatic  examples  have  been  the  auctions  of  spec¬ 
trum  for  broadband  personal  communications  systems  (PCS).  Broad¬ 
band  PCS  might  be  thought  of  an  advanced  form  of  wireless  mobile 
telephone,  fax,  and  data  service,  akin  to  cellular  radio. 

To  understand  the  success  of  PCS  auctions,  it  is  important  to  un¬ 
derstand  how  they  work.  The  FCC  first  defines  spectrum  blocks, 
each  consisting  of  a  range  of  frequencies  and  a  geographic  area  over 
which  a  winning  bidder  may  use  these  frequencies.  In  the  first  broad¬ 
band  PCS  auctions,  concluded  in  early  1995,  two  30-megahertz 
blocks  (designated  A  and  B)  were  assigned  to  each  of  51  “major 
trading  areas.”  These  auctions  were  open  to  all  firms,  subject  to 
ownership  restrictions  to  promote  competition.  In  the  second  PCS 
auction,  which  took  place  in  1996,  an  additional  30- megahertz  block 
(designated  C)  was  offered  in  each  of  493  “basic  trading  areas”  across 
the  United  States.  Bidding  in  that  auction  was  restricted  to  smaller 
“entrepreneur”  firms,  with  discounts  built  in  to  promote  participa¬ 
tion  by  the  smallest  (those  with  less  than  $40  million  in  annual  rev¬ 
enue). 

A  key  innovation  was  to  allow  bidding  to  continue  for  all  areas 
until  no  one  wanted  to  place  a  higher  bid  on  any  particular  area. 
This  allowed  firms  to  bid  in  an  effort  to  combine  PCS  licenses  so  as 
to  provide  services  over  broad  territories.  These  innovative  auctions, 
designed  by  the  FCC  with  the  help  of  experts  in  auction  theory, 
achieved  the  FCC’s  goals  in  outstanding  fashion.  Bids  on  the  A  and 
B  blocks  fetched  $7.7  billion,  and  those  on  the  C  blocks  over  $10 
billion  more.  The  FCC’s  recently  completed  auctions  of  its  D,  E, 
and  F  blocks  for  PCS  service  raised  more  than  $2.5  billion.  This 
same  method  had  alrady  raised  over  $1  billion  in  1994,  in  auctions 
for  narrowband  PCS  services — useful  for  paging  and  voice  message 
services. 

When  the  less  complicated  auctions  for  interactive  video  and  data 
services  and  direct  broadcast  satellite  licenses  are  included,  auctions 
so  far  have  raised  over  $22  billion  and,  more  important,  rapidly  pro¬ 
moted  the  use  of  innovative,  advanced  telecommunications  technolo¬ 
gies  through  the  economy. 
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FCC  to  determine  which  firm  would  be  a  better  service  provider. 
Unfortunately,  they  also  created  a  cumbersome  and  expensive 
mechanism  for  collecting  and  processing  vast  numbers  of  applica¬ 
tions,  many  from  those  with  no  motive  other  than  to  sell  their 
"winning  ticket”  to  an  actual  service  provider.  Instead  of  the  gov¬ 
ernment  collecting  revenues  to  cover  the  costs  of  public  programs, 
a  few  lucky  winners  got  windfalls.  Moreover,  the  cellular  lotteries 
did  nothing  to  eliminate  delays  in  the  efficient  aggregation  of  li¬ 
censes,  whereas  the  PCS  auctions  incorporated  such  aggregations 
into  the  bidding  mechanism. 

Auctions  eliminate  the  need  for  arbitrary  comparisons  and  the 
cost  of  filing  and  processing  speculative  applications.  The  winner  is 
presumably  the  firm  that  believes  it  can  make  the  greatest  profit 
in  markets  for  telecommunications  services  for  which  the  license 
can  be  used.  If  it  fails,  it  can  generally  sell  its  license,  just  as  firms 
throughout  the  economy  that  overestimate  the  profits  they  ex¬ 
pected  can  sell  their  plant  and  equipment  to  other  entrepreneurs. 

Auctions  need  not  be  inconsistent  with  achieving  important  non¬ 
economic  objectives  associated  with  spectrum  use.  Providers  can 
bid  for  licenses  that  include,  for  example,  designated  public  service 
obligations.  But  auctions  are  no  panacea: 

•  If  spectrum  uses  are  specified  in  advance,  auctions  may  not 
lead  to  efficient  outcomes.  The  economic  value  of  spectrum,  and 
thus  the  revenue  to  the  government,  are  greater  when  bidders 
have  more  flexibility  in  how  they  can  use  the  spectrum.  To  pro¬ 
mote  these  goals  and  implement  recent  legislation,  the  FCC  is 
proposing  a  new  wireless  communication  service,  with  licenses 
to  be  auctioned  during  1997.  Licensees  would  have  consider¬ 
able  flexibility  to  lease  portions  of  either  their  spectrum  or 
their  geographic  coverage  to  other  providers. 

•  If  auctions  are  regarded  primarily  as  a  revenue-raising  device, 
the  government  may  have  an  incentive  to  restrict  the  spectrum 
available  for  any  particular  service.  We  need  to  recognize,  how¬ 
ever,  that  a  tax  on  any  good  or  service  has  the  effect  of  reduc¬ 
ing  its  supply.  In  that  regard,  the  potential  output  effect  of 
using  spectrum  auctions  specifically  as  a  means  for  raising  rev¬ 
enue  for  the  government  would  not  be  unique. 

•  A  dominant  firm  might  outbid  potential  entrants  simply  to  pre¬ 
serve  its  market  power.  Antitrust  oversight  and  restrictions  on 
bidders  may  be  necessary  to  preserve  competition  in  spectrum- 
related  services. 

•  The  incentive  to  develop  new  spectrum  uses  mi^t  be  dimin¬ 
ished  if  auctions  take  place  only  after  developers  of  those  uses 
disclose  their  innovations.  If  disclosure  of  the  new  idea  is  what 
leads  to  the  auction,  innovators  will  have  to  bid  for  spectrum 
made  valuable  only  because  of  that  idea.  This  could  reduce  the 
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incentive  to  innovate  in  the  first  place.  An  approach  sometimes 
used  to  deal  with  this  problem  is  to  grant  “pioneer  preferences” 
in  spectrum  auctions  to  innovators.  A  better  long-run  policy 
might  be  to  commit  to  auction  useful  portions  of  the  spectrum 
up  front,  rather  than  make  auctions  contingent  on  public  dis¬ 
closure  by  innovators  of  their  ideas. 

NATURAL  RESOURCE  POLICY  REFORM 

America’s  natural  environment  is  an  important  part  of  our  na¬ 
tional  heritage  and  has  contributed  to  the  development  of  our  econ¬ 
omy.  Federal  agencies,  including  the  Bureau  of  Land  Management 
(BLM)  and  the  National  Park  Service  of  the  Department  of  the  In¬ 
terior  and  the  U.S.  Forest  Service  (USFS)  of  the  Department  of  Ag¬ 
riculture,  manage  large  tracts  of  land,  particularly  in  the  Western 
United  States.  Indeed,  the  mtgority  of  land  in  several  Western 
States  is  regulated  by  these  agencies.  The  Bureau  of  Reclamation 
of  the  Department  of  the  Interior  and  the  U.S.  Army  Corps  of  Engi¬ 
neers  also  influence  the  quality  of  many  of  the  Nation’s  aquatic 
ecosystems  through  their  construction  and  operation  of  numerous 
diversion,  flood  control,  hydropower,  and  navigation  projects. 

Federal  public  lands  are  used  for  a  number  of  purposes,  includ¬ 
ing  recreational  use  and  resource  extraction.  Historically,  three  in¬ 
dustries  have  dominated  the  extractive  use  of  public  lands;  live¬ 
stock  grazing,  mining,  and  timber  harvesting.  All  these  activities 
continue  today:  grazing,  for  example  is  permitted  on  over  240  mil¬ 
lion  acres  of  Federal  rangeland.  Policies  for  management  of  the  Na¬ 
tion’s  public  lands  and  aquatic  resources  have  evolved  over  time  as 
the  result  of  legislation  and  its  interpretation  by  other  branches  of 
government.  The  Administration  is  committed  to  ensuring  that  nat¬ 
ural  resource  policies  reflect  today’s  realities  and  balance  the  di¬ 
verse  and  sometimes  competing  objectives  of  all  who  derive  benefits 
from  the  natural  environment. 

Current  Policies 

Current  policies  toward  natural  resource  use  are  mainly  rooted 
in  past  legislation  intended  to  stimulate  the  economies  of  the  West 
and  encourage  settlement  of  the  region.  These  policies  facilitate  the 
development  and  exploitation  of  natural  resources. 

Subsidized  Use  of  Federal  Public  Lands.  Most  uses  of  Federal 
public  land  are  currently  subsidized  in  one  of  at  least  three  pos¬ 
sible  ways.  First,  a  subsidy  can  exist  when  the  price  to  the  user 
is  less  than  the  government’s  dost  of  overseeing  the  activity.  Sec¬ 
ond,  a  subsidy  may  exist  when  users  of  Federal  lands  pay  the  gov¬ 
ernment  a  price  below  that  paid  for  the  similar  use  of  comparable 
privately  owned  lands.  Finally,  resource  users  may  receive  a  sub¬ 
sidy  if  they  pay  the  government  less  than  the  opportunity  cost  of 
the  land’s  use,  which  is  defined  as  the  value  of  the  highest  alter- 
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native  use  of  the  resource.  The  type  and  amount  of  subsidy  offered 
on  Federal  lands  vary  with  the  nature  of  the  activity  and  with  the 
location  of  the  land. 

Public  grazing  fees  are  almost  always  below  private  fees  and  may 
not  even  cover  the  government’s  cost  of  administering  the  grazing 
program.  The  amount  of  the  subsidy  varies  widely  by  location.  The 
Public  Rangeland  Improvement  Act  of  1978  dictates  that  grazing 
fees  be  determined  as  a  function  of  aggregate  livestock  market  con¬ 
ditions,  including  a  forage  value  index,  the  price  of  beef  cattle,  and 
an  index  of  prices  paid  by  farmers;  because  the  formula  disregards 
local  factors,  public  grazing  fees  are  the  same  everywhere.  Private 
grazing  fees,  by  contrast,  differ  vddely  and  systematically  through¬ 
out  the  West,  depending  upon  the  quality  of  local  forage  and  re¬ 
gional  livestock  market  conditions.  A  recent  study  concluded  that 
average  private  grazing  fees  between  1965  and  1992  were  $12.75 
per  animal  unit  month  (AUM)  in  Montana,  $7.80  per  AUM  in  Ari¬ 
zona,  and  $11.20  per  AUM  across  the  11  contiguous  Western 
States.  Public  grazing  fees,  by  contrast,  averaged  $1.20  per  AUM 
during  this  same  period.  Although  these  figures  do  not  account  for 
the  higher  quality  of  forage  often  found  on  private  land,  or  for  the 
value  of  private  landlord  services,  they  nevertheless  represent  a 
significant  subsidy  for  grazing  domestic  stock  on  public  land. 

The  subsidy  offered  to  ranchers  is  small,  however,  compared  with 
that  given  to  miners  taking  hardrock  minerals  such  as  gold,  copper, 
silver,  and  uranium:  miners  do  not  pay  the  government  any  signifi¬ 
cant  revenue  or  fee  for  hardrock  minerals  extracted  from  Federal 
public  lands.  This  policy,  established  in  the  1872  General  Mining 
Law,  bestows  a  large  subsidy  on  private  mining  companies.  In 
1994,  for  example,  a  mining  company  patented  a  claim  in  northern 
Nevada  with  a  gross  mineral  value  of  $10  billion,  for  which  the  De¬ 
partment  of  the  Interior  collected  only  $9,765.  Although  this  was 
the  largest  single  transfer  of  public  mineral  assets  in  recent  years, 
it  is  not  the  only  such  case  (Table  6-2).  Between  May  1994  and 
September  1996  the  Federal  Government  was  forced  by  the  Gen¬ 
eral  Mining  Law  to  give  away  over  $15.3  billion  worth  of  minerals, 
in  return  for  which  taxpayers  received  only  $19,190. 

Timber  extraction  from  Federal  public  lands  is  also  subsidized, 
although  the  subsidy  is  more  subtle  than  those  for  mining  and 
grazing.  Generally,  the  USFS  subsidizes  timber  extraction  from 
public  lands  by  collecting  less  in  timber  sale  revenues  than  it 
spends  on  timber  prc^ram  costs.  In  1995,  for  example,  the  USFS 
collected  $616  million  in  timber  receipts  but  spent  over  $850  mil¬ 
lion  on  timber  management,  reforestation,  construction  of  logging 
roads,  payments  to  States,  and  other  program  costs.  Closer  analy¬ 
sis  of  tUs  negative  cash  flow  reveals  t^t  the  losses  vary  by  r^on. 
In  seven  of  Uie  nine  National  Forest  System  regions,  annual  cash 
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Table  6-2. — Examples  of  Mining  Patents  Issued  Since  1994 

Location  of  patent 

Date 

Mineral 

Mineral  value 

Paidto 

United  States 

Eureka  and  ENu  Counties.  Nevada . 

VI 994 

Gold 

$10,000,000,000 

$9,765 

Clack  County.  Idaho . 

Nuintoldt  County.  Nevada;. 

9/1995 

Travectine  limestone 

1.000.000.000 

275 

Imperial  County.  Catifornia . 

3-6/1995 

Gold 

1.200.000.000 

3.585 

Pima  County.  Arinna . 

12/1995 

Copper  and  silver 

2.900.000.000 

1.745 

Eureka  County.  Nevada . 

9/1995 

Gold 

68.000.000 

540 

Mohave  County.  Arinna . 

4/1996 

Gypsum 

85.000.000 

100 

Seward  Peninsula.  Alaska  . 

9/1996 

Gold 

38.600.000 

2.680 

Pinal  County.  Arinna . 

Total  . 

9/1996 

Copper 

56.000.000 

15.348.000.000 

500 

19.190 

Source;  Deportment  of  the  Interior 

receipts  from  timber  harvesting  have  consistently  failed  to  cover 
the  USES*  annual  expenditures.  This  problem  is  particularly  severe 
in  the  Rocky  Mountain,  Northern,  and  Intermountain  regions, 
where  expenditures  have  exceeded  receipts  from  timber  sales  by  a 
ratio  of  3  to  1  over  the  past  decade. 

Federal  water  projects  constructed  and  managed  by  the  Bureau 
of  Reclamation,  the  Army  Corps  of  Engineers,  and  the  Natural  Re¬ 
source  Conservation  Service  of  the  U.S.  Department  of  Agriculture 
are  all  highly  subsidized.  For  example,  projects  constructed  by  the 
Bureau  of  Reclamation  embody  a  number  of  different  subsidies. 
These  include  interest-free  repayment  for  capital  invested  in  irriga¬ 
tion  facilities,  limitation  on  repayment  associated  with  “ability  to 
pay”  guidelines  that  do  not  necessarily  reflect  changing  economic  or 
market  conditions  or  individuals’  income,  and  the  repayment  of 
costs  above  an  irrigator’s  estimated  ability  to  pay  by  using  hydro- 
power  revenues  far  in  the  future.  The  length  of  the  repayment  pe¬ 
riod  is  also  important  in  determining  the  overall  magnitude  of  the 
subsidy.  Subsidy  amounts  vary  by  project  depending  on  date  of  con¬ 
struction,  repayment  terms,  and  interest  rates,  but  on  many 
projects  the  subsidy  is  significant.  Moreover,  even  when  farmers 
and  other  users  pay  some  portion  of  the  true  cost  of  delivering 
water,  they  pay  nothing  additional  for  the  value  of  the  water  itself. 

Recreational  use  of  Federal  public  lands  is  also  heavily  sub¬ 
sidized:  in  many  areas  fees  paid  by  recreational  users  do  not  cover 
the  costs  of  maintaining  the  resource  for  recreation.  The  Park  Serv¬ 
ice  spends  arotmd  $250  million  annually  to  provide  visitor  services 
at  its  374  parks,  monuments,  and  historic  sites.  Entrance  fees  raise 
only  $80  million  annually. 

The  National  Park  Service  is  currently  implementing  new  fees  in 
accordance  with  the  demonstration  projects  authorized  in  Public 
Law  104-134.  Fees  for  the  recreational  use  of  USFS  and  BLM  land 
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are  charged  sporadically.  The  revenues  are  far  smaller  than  for  Na¬ 
tional  Park  lands  and  are  well  below  costs.  These  agencies  are  also 
implementing  selective  fee  increases. 

Environmental  Damage.  Grazing,  mining,  timber  harvesting,  and 
water  project  development  have  all  placed  heavy  burdens  on  the 
Nation’s  natural  resources.  Streams  and  rivers  in  the  Western 
States  are  particularly  affected. 

Ever  since  the  first  European  settlement  of  the  West,  rangeland 
vegetation  there  has  been  affected  by  the  introduction  of  livestock 
grazing  and  related  changes  in  the  occurrence  of  fire.  Livestock 
grazing  has  reduced  native  grasses  and  palatable  shrubs  in  upland 
communities,  exposing  bare  ground  and  increasing  soil  erosion. 
More  important,  however,  is  the  damage  done  by  grazing  to  the  ri¬ 
parian  (river-related)  areas  upon  which  all  fish  and  nearly  all  ter¬ 
restrial  species  depend.  Whereas  the  condition  of  uplands  has  im¬ 
proved  since  rangeland  management  began  in  the  1930s,  riparian 
areas  in  the  Western  United  States  have  continued  to  decline 
under  the  impact  of  grazing  and  are  considered  to  be  in  their  worst 
condition  in  history. 

Mining  operations  have  also  caused  significant  environmental 
damage.  Although  problems  of  acid  drainage  have  been  reduced  by 
the  Clean  Water  Act,  and  dangerous  mining  of  mercury  and  asbes¬ 
tos  has  been  curtailed,  mining  operations  still  pose  serious  environ¬ 
mental  risks.  Groundwater  infiltration  of  abandoned  mine  sites  and 
cyanide  contamination  of  streams  and  aquifers  from  gold  extraction 
are  serious  concerns  (Table  6-3).  The  mining  industry  and  State 
and  Federal  regulators  have  taken  steps  to  reduce  the  ongoing 
damage,  but  much  remains  to  be  done. 

Table  6-3. —  Miles  of  Streams  Polluted  by  Hardrock  Mine  Wastes 


Soufce:  Western  Governors'  Association. 


Federally  sponsored  water  projects  inflict  significant  damage  on 
our  aquatic  resources.  Dams  can  inhibit  the  spawning  of  migratory 
fish  such  as  salmon  and  steelhead.  The  vast  Columbia  River  basin 
is  in  many  respects  the  most  affected  by  water  project  develop- 
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ment.  The  Columbia  River  watershed  now  contains,  by  one  count, 
79  hydroelectric  projects;  30  of  these  are  Federal  projects  that  pro¬ 
vide  subsidized  power.  The  basin  holds  450  mtgor  dams,  if  those  for 
irrigation  are  included,  many  of  which  have  no  fish  passage  facili¬ 
ties.  Diversion  of  water  to  farms  and  cities  for  crop  irrigation  and 
drinking  reduces  the  quantity  of  water  in  rivers  and  streams;  re¬ 
turn  flows  are  often  warmer  than  desirable  and  may  contain  agri¬ 
cultural  chemicals  and  other  pollutants  that  lower  water  quality. 
Timber  harvesting,  mining,  and  ranching  have  also  degraded  West¬ 
ern  fisheries  by  inundating  spawning  habitat  with  silt  and  debris. 

Use  Restrictions.  Use  restrictions  are  one  tool  by  which  Federal 
agencies  coordinate  activities  on  public  lands.  The  fact  that  the 
price  of  resource  extraction  and  recreation  is  often  subsidized 
places  more  emphasis  on  such  nonprice  policies  for  controlling  the 
use  of  public  lands. 

Those  extracting  resources  from  Federal  public  land  often  have 
exclusive  rights  in  a  given  area  for  the  activity  in  which  they  are 
engaged;  this  is  one  sense  in  which  public  lands  have  already  been 
partially  privatized.  For  example,  the  General  Mining  Law  of  1872 
provides  for  exclusive  possession  as  against  other  miners,  even 
while  prospecting.  Similarly,  the  Taylor  Grazing  Act  of  1934  grants 
an  exclusive  grazing  right  to  a  single  permitholder  in  a  given  area 
of  BLM-managed  land.  This  provision  of  grazing  law  was  created 
largely  to  avoid  the  "tragedy  of  the  commons”  that  had  afflicted 
these  public  rangelands.  With  open  access,  each  rancher  has  an  in¬ 
centive  to  introduce  additional  animals  to  the  range  until  the  aver¬ 
age  benefit  equals  the  marginal  cost.  In  this  way,  open  access  can 
dissipate  the  overall  economic  benefits  from  grazing. 

Use-it-or-lose-it  provisions  are  another  type  of  use  restriction  on 
extractive  activities.  Under  these  provisions,  whoever  holds  the 
right  to  extract  a  given  amount  of  a  resource  in  a  certain  time  pe¬ 
riod  must  extract  the  resource  as  specified  or  face  the  possibility 
of  losing  the  right.  For  example,  grazing  permits  issued  by  the 
USFS  require  that  a  rancher  graze  close  to  the  maximum  permis¬ 
sible  number  of  cattle  or  face  termination  of  the  permit  (temporary 
exemptions  are  available,  however).  Similar  provisions  apply  to 
timber  harvesting  permits  and  to  water  diversion  rights.  These  pro¬ 
visions  were  intended  to  promote  the  utilization  of  public  lands;  in 
practice,  however,  they  limit  the  transferability  of  extraction  rights 
by  reducing  the  incentives  for  conservation  interests  to  obtain 
them. 

Changing  Conditions  in  the  West 

Current  Federal  resource  policies  are  thus  characterized  by  sub¬ 
sidized  extraction  and  use  restrictions  that  limit  the  transferability 
of  extraction  rights.  These  policies  have  resulted  in  overextraction 
and  significant  environmental  damage.  Changing  economic  condi- 
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tions  in  the  Western  States  and  increasing  recognition  of  environ¬ 
mental  values  suggest  that  many  of  the  original  motivations  for 
these  policies  no  longer  apply.  The  Western  regional  economy  is 
now  prosperous  and  diverse,  and  extractive  activities  there  provide 
far  less  income  and  employment  in  the  aggregate  than  do  recre¬ 
ation,  tourism,  manufacturing,  and  finance. 

Less  Reliance  on  Resource  Extraction.  The  economy  of  the  West¬ 
ern  States  has  become  highly  diversified.  Total  employment  in  the 
West  was  more  than  22  million  in  1982.  This  figure  had  increased 
by  nearly  50  percent  to  over  33  million  by  1990.  Industries  in 
which  employment  has  increased  as  a  share  of  total  employment 
include  services,  finance,  insurance,  real  estate,  construction,  and 
retail  trade.  The  Western  regional  economy  produced  more  than  $1 
trillion  worth  of  goods  and  services  in  1982,  and  $1.35  trillion  in 
1990  (both  figures  are  in  1993  dollars).  Industries  whose  income 
has  increased  as  a  share  of  total  regional  product  include  services, 
manufacturing,  and  retail  trade.  In  many  respects  these  changes  in 
employment  and  income  generation  mirror  broader  trends  in  the 
Nation’s  economy,  with  the  result  that  the  West  does  not  look  as 
different  from  the  East  as  it  did  in  the  19th  century.  Extractive  in¬ 
dustries  now  make  up  only  a  small  and  declining  fraction  of  eco¬ 
nomic  activity. 

Agriculture  (including  timber  extraction)  and  mining  together 
provided  only  6.3  percent  of  income  and  5.3  percent  of  employment 
in  these  States  in  1990,  and  their  importance  is  declining.  Their 
share  of  employment  in  the  Western  States  fell  by  21  percent  be¬ 
tween  1982  and  1990,  during  which  time  their  share  of  regional  in¬ 
come  fell  by  15  percent. 

A  declining  number  of  Western  families  rely  solely  on  income 
from  ranching,  mining,  timber  extraction,- or  farming.  For  example, 
ranch  families  in  Arizona  have,  on  average,  two  people  employed 
off  the  ranch,  who  together  contribute  53  percent  of  household  in¬ 
come.  In  part  this  trend  reflects  the  maturation  of  the  regional 
economy.  More  jobs  in  the  region  translate  into  more  opportunities 
for  outside  employment.  This  trend  also  implies  that  the  incomes 
of  families  with  a  member  employed  in  the  resource  extraction  sec¬ 
tor  are  also  affected  by  public  policies  that  strengthen  the  non- 
agricultural  economy. 

Nor  should  one  overestimate  the  importance  of  extraction  from 
Federal  public  lands  to  the  livestock  and  timber  industries  as  a 
whole.  Permitted  use  on  Federal  lands  accounts  for  only  about  7 
percent  of  beef  cattle  forage  and  about  2  percent  of  the  total  feed 
consumed  by  beef  cattle  in  the  48  contiguous  States.  Similarly,  less 
than  15  percent  of  the  national  timber  harvest  is  from  Federal 
lands. 
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Hie  small  contribution  of  extractive  industries  to  economic  activ¬ 
ity  in  the  Western  States  and  the  small  contribution  of  public  lands 
to  total  national  cattle  and  timber  production  should  not,  however, 
obscure  the  fact  that  many  rural  communities  and  individual  busi¬ 
nesses  in  the  West  currently  depend  on  Federal  public  lands  for 
their  economic  well-being.  Moreover,  participants  in  the  traditional 
Western  industries  represent,  in  the  Department  of  the  Interior's 
words,  “a  significant  part  of  the  world’s  image  of  America  and 
America’s  image  of  itself.”  The  unique  cultural  institutions  of  the 
West  are  valuable,  and  their  preservation  should  factor  into  the  de¬ 
bate  about  the  nature  of  economically  desirable  natural  resource 
policies. 

Increasing  Value  Placed  on  the  Environment.  The  American  pub¬ 
lic  places  more  importance  on  a  healthy  environment  today  than  at 
any  other  time  in  our  history.  This  change  in  values  is  revealed  in 
several  ways.  Public  interest  groups  play  an  increasingly  promi¬ 
nent  role  in  the  debate  over  public  lands  policy  and  have  prompted 
various  Federal  agencies  to  enact  important  changes  in  policy.  In 
recent  years  the  Congress  has  enacted  historic  legislation  designed 
to  enhance  the  quality  of  the  Nation’s  environment.  To  the  extent 
that  legislation  reflects  social  preferences,  these  laws  reveal  an  in¬ 
creasing  value  placed  on  environmental  quality  and  a  recognition 
of  resource  scarcity. 

Recreational  use  of  public  lands  is  also  increasing  rapidly.  On 
USFS  lands,  for  example,  such  use  increased  by  over  20  percent  be¬ 
tween  1991  and  1995,  from  279  million  to  345  million  visitor-days. 
This  rate  of  increase  far  outstrips  the  rate  of  population  and  in¬ 
come  growth  during  this  time  period  and  may  well  reflect  a  change 
in  preferences  when  compared  with  changes  in  other  determinants 
of  recreation  demand. 

A  recent  USFS  study  shows  that  recreation  on  National  Forest 
System  lands  produces  far  more  income  and  jobs  than  do  tradi¬ 
tional  extractive  industries.  The  agency  calculated  that  recreation 
on  these  lands  (including  hunting.  Ashing,  and  vdldlife  viewing) 
contributed  over  $105  billion  to  GDP  in  1993,  or  nearly  85  percent 
of  the  total  Forest  System  contribution  to  GDP  (Chart  8-1),  and  re¬ 
sulted  in  over  2.7  million  jobs.  Grazing,  timber  harvesting,  and 
mining  together  contributed  less  than  one-seventh  as  much  income 
and  employment  as  did  recreation.  The  USFS  projects  that,  by 
2045,  recreation  will  generate  an  even  larger  share  of  the  economic 
benefits  from  the  Forest  System,  particulariy  if  environmental 
quality  improves. 

Changing  National  Fiscal  Priorities.  Finally,  it  is  important  to 
consider  Federal  natural  resource  policy  in  the  context  cX  Federal 
deficit  reduction.  Deficit  reduction  produces  numerous  public  bene- 
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fits,  detailed  elsewhere  in  this  Report.  Reducing  the  Federal  d^dt 
is  a  prime  economic  polity  objective  of  this  Administration. 

With  this  emphasis  on  deficit  reduction,  all  public  spending,  in- 
duding  subsidies  on  public  land  use,  is  under  doser  scrutiny  than 
in  the  past.  Economic  prindples  suggest  that  the  marginal  benefits 
of  all  government  expenditures  should  be  equal  when  the  govern¬ 
ment  is  making  maximal  use  of  its  fiscal  resources.  This  means  we 
must  compare  the  value  of  an  additional  dollar  spent  subsidizing 
timber  extraction  or  grazing — or  on  environmental  restoration — 
with  the  value  of  a  dollar  spent  on  providing  school  lunches  or  job 
placement  assistance  or  supporting  basic  research.  If  these  mar¬ 
ginal  values  are  not  equal,  then  an  optimal  allocation  of  public 
funds  requires  reducing  some  expenditures  that  provide  lower  mar¬ 
ginal  benefit  while  increasing  others  with  higher  marginal  benefit. 

New  Foundations  of  Natural  Resource  Policy 
These  changing  economic  and  sodal  conditions — the  maturation 
of  Western  economies,  the  emphasis  on  defidt  reduction,  and  the 
increasing  value  placed  by  the  public  on  environmental  qtudity — 
motivate  a  new  set  of  objectives  for  Federal  natural  resource  poliqr. 

Market  Incentives.  Users  of  Federal  public  lands  should  be  more 
exposed  to  market  signals,  so  that  their  dedsions  will  help  maxi¬ 
mize  economic  welfare  for  all.  Economics  teaches  that  subsidizing 
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the  use  of  public  lands  affects  economic  behavior  in  ways  that  may 
prove  costly.  By  encouraging  overinvestment  and  overproduction  in 
the  livestock,  mining,  and  timber  industries,  subsidies  attract  re^ 
sources  away  from  other,  more  productive  sectors  of  the  economy 
and  reduce  overall  economic  well-being.  Reducing  subsidies  can  im¬ 
prove  economic  performance  by  giving  producers  better  information 
about  the  true  cost  of  using  public  land. 

Increasing  the  transferability  of  extraction  rights  is  another  mar¬ 
ket-oriented  reform  that  may  increase  aggregate  economic  welfare. 
Some  rights  to  extract  resources  from  public  lands  are  currently 
tradable  in  a  limited  sense.  For  example.  Federal  grazing  permits 
are  often  transferred  with  the  sale  of  a  ranch  to  other  qualified 
ranchers.  One  possibly  beneficial  reform  would  be  to  allow  con¬ 
servation  interests  to  compete  for  extraction  rights  on  an  equal 
basis  with  other  interests.  For  example,  environmental  groups 
could  acquire  grazing  permits  and  use  the  land  to  introduce  native 
plant  species  and  improve  wildlife  habitat,  or  acquire  permits  for 
the  use  of  timberland  and  permanently  retire  that  land  from  com¬ 
mercial  harvesting.  Such  voluntary  transactions  can  provide  value 
to  the  seller  as  well  as  to  the  buyer,  and  thereby  maximize  the 
value  received  by  all  elements  of  society  from  the  stock  of  public 
land.  Environmental  groups  already  have  acquired  grazing  permits 
at  the  State  level. 

Not  everyone  favors  the  trading  of  extraction  rights.  Rural  com¬ 
munities  sometimes  assert  that  allowing  conservation  interests  to 
acquire  permits  reduces  the  number  of  extractive  businesses,  there¬ 
by  threatening  the  livelihood  of  their  suppliers  and  possibly  raising 
input  costs  to  those  producers  who  remain.  Althouf^  some  rural 
communities  have  indeed  suffered  from  the  loss  of  input  supply 
businesses,  it  is  important  to  recall  the  backdrop  against  which 
changes  in  public  land  poli^  are  taking  place:  a  maturing  and  di¬ 
versifying  Western  economy.  It  is  possible  that  these  businesses 
would  fail  in  any  case,  as  the  economy  shifts  away  from  natural  re- 
source-based  industries,  and  jobs  lost  as  a  consequence  are  increas¬ 
ingly  likely  to  be  replaced  by  others  within  the  community  or  re¬ 
gion. 

Another  objection  comes  from  resource  managers  who  argue  that 
grazing  and  timber  cutting  in  particular  play  a  key  role  in  manag¬ 
ing  biological  activity  on  public  lands.  For  example,  grazing  of  live¬ 
stock  and  thinning  of  timber  can  reduce  the  danger  of  destructive 
fire.  However,  conservation  interests  have  many  of  the  same  incen¬ 
tives  as  the  government — and  perhaps  even  greater  incentive — to 
preserve  resources  in  good  condition.  These  groups  may,  for  exam¬ 
ple,  allow  grazing,  but  at  a  low  level  of  intensity. 

Contribution  to  Deficit  Reduction.  Reducing  subsidies  can  contrib¬ 
ute  to  deficit  reduction.  For  example,  requiring  royalty  and  bonus 
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payments  for  hardrock  mineral  extraction,  as  many  private  land- 
owners  do  and  as  the  Federal  Government  itself  does  for  oil  and 
gas,  could  provide  additional  revenues.  The  Department  of  the  In¬ 
terior  has  calculated  that  an  8  percent  net  income  royalty  on 
hardrock  minerals  extracted  from  Federal  public  lands  w^d  gen¬ 
erate  at  least  $276  million  for  the  Treasury  over  the  next  5  years. 
Reducing  subsidies  for  timber  extraction,  grazing,  water  deliveries, 
hydropower,  and  recreation  would  have  beneficial  fiscal  impacts  as 
well. 

Increasing  reliance  on  market  mechanisms  can  also  support  d^- 
dt  reduction.  For  example,  grazing  permits  could  be  allocated 
through  competitive  auctions  (much  like  the  successful  spectrum 
auctions  described  earlier  in  this  chapter);  it  is  qmte  possible  that 
such  a  reform  would  raise  more  money  for  the  government  than 
the  grazing  fee  increases  proposed  in  1994.  Similarly,  the  current 
patenting  process  for  mineral  extraction  could  be  replaced  with  a 
system  of  royalties  and  competitive  bidding  on  bonus  payments  to 
the  government.  Such  a  system,  already  used  for  otlwr  minerals 
and  by  numerous  other  landowners,  is  likely  to  raise  more  reve¬ 
nues  than  a  simple  royalty  payment  as  envisaged  in  current  reform 
attempts.  However,  replacing  the  current  patenting  ^stem  with  a 
leasing-competitive  bidding  regime  might  raise  difficult  policy  and 
administrative  issues. 

Timber  contracts  are  currently  allocated  competitively.  However, 
the  bidding  process  could  be  fine-tuned  to  the  benefit  of  taxpayers 
by  incorporating  a  larger  share  of  road  and  overhead  expenses  in 
the  minimum  acceptable  bid.  This  adjustment  would  reduce  con¬ 
tinuing  Federal  losses  from  many  timber  sales  and  would  give  log¬ 
ging  interests  more  accurate  price  signals  about  the  true  resource 
cost  of  timber  extraction. 

Environmental  Stewardship  and  Efficient  Land  Use.  Reducing  or 
eliminating  resource  subsidies  can  improve  environmental  quality 
on  Federal  public  lands.  To  the  extent  that  environmental  damage 
is  related  to  the  level  of  production,  reducing  subsidies  reduces  the 
incentives  for  production  and  thereby  reduces  environmental  dam¬ 
age. 

Of  course,  the  environmental  impact  of  resource  extraction  is  not 
just  a  question  of  production  levels;  technique  is  also  important. 
For  example,  the  environmental  damage  from  grazing  may  be  due 
both  to  the  number  of  livestock  grazed  and  to  the  way  in  which 
grazing  is  managed:  where  animals  are  permitted  to  graze  and  for 
how  long.  Similarly,  the  impact  of  mining  on  water  quality  depends 
not  only  on  the  volume  of  minerals  produced;  control  technologies 
and  reclamation  practices  also  have  important  effects.  Direct  use 
restrictions  and  reclamation  requirements  can  help  correct  for  the 
environmental  damage  done.  For  example,  the  government  can  ex- 
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elude  riparian  areas  from  grazing.  It  can  also  place  more  environ¬ 
mentally  sensitive  lands  off-limits  to  mineral  location  and  produc¬ 
tion.  Without  environmental  taxes  to  provide  price  incentives,  di¬ 
rect  controls  can  be  an  important  way  to  improve  environmental 
quality  and  achieve  an  efficient  resource  allocation. 

Subsidizing  the  price  of  environmentally  friendly  extraction  tech¬ 
nology  may  also  be  consistent  with  increasing  efficiency.  Reducing 
the  price  of  such  technology  increases  the  likelihood  that  it  will  be 
adopted.  Such  a  subsidy  can  be  implemented  in  a  number  of  ways. 
Public  investment  in  agricultural  research  and  development  is  one 
approach  that  has  generally  paid  impressive  returns.  Land-grant 
universities  and  the  cooperative  extension  system  have  helped 
farmers  increase  productivity  and,  more  recently,  cope  with  envi¬ 
ronmental  problems.  Increased  funding  of  land-grant  research,  de¬ 
velopment,  and  outreach  directed  at  public  lands  management  is 
one  way  to  encourage  the  adoption  of  more  benign,  and  more  pro¬ 
ductive,  extraction  technologies. 

Transferability  of  extraction  rights  can  also  be  consistent  with 
environmental  stewardship  in  at  least  two  ways.  Trading  can  allow 
conservation  interests  and  various  levels  of  government  to  acquire 
the  resources  they  value  the  most  at  prices  that  compensate  willing 
sellers.  For  example,  the  Department  of  the  Interior  has  initiated 
innovative  willing-seller  programs  to  reallocate  water  from  agri¬ 
culture  and  enhance  instream  flows  in  the  San  Francisco  Bay/Delta 
estuaiy  and  Nevada’s  Truckee  River  basin.  As  the  government  ex¬ 
cludes  more  resources  from  extraction,  trading  among  the  remain¬ 
ing  permitholders  can  also  help  mitigate  the  industry’s  economic 
losses  by  allocating  extraction  rights  to  those  entities  that  can  use 
them  most  profitably.  At  the  same  time,  trading  can  lead  to  a  more 
efficient  economy-wide  allocation  of  resources,  effectively  allowing 
us  to  produce  more  with  fewer  resources. 

Reconfiguring  the  Public  Land  Base.  The  Federal  Government 
owns  a  substantial  share  of  the  Nation’s  natural  resources.  It  owns 
about  one-third  of  all  the  land  in  the  United  States,  including  29 
percent  of  forestlands  and  43  percent  of  rangeland.  State  and  local 
governments  and  American  Indian  Nations  own  another  8  percent 
of  U.S.  lands.  Over  10  percent  of  the  U.S.  population  receives  water 
from  Federal  diversion  projects. 

Sound  economic  reasons  argue  for  the  government  keeping  such 
a  large  share  of  our  natural  resources  in  its  possession.  Most  goods 
in  our  economy  are  private  property,  traded  in  markets  that  appro¬ 
priately  determine  prices  and  quantities.  But  many  natural  re¬ 
sources  possess  characteristics  that  make  them  unsuitable  for  pri¬ 
vate  market  control.  The  most  important  of  these  is  the  fact  that 
many  natural  resources  are  public  goods. 
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A  public  good  is  anything  that  can  be  used  or  ei^joyed  by  one  per¬ 
son  without  detracting  from  the  use  or  epjoyment  of  others,  and  to 
which  it  is  difficult  to  restrict  access.  For  example,  suppose  that 
the  land  comprising  Yosemite  Valley  were  subject  to  being  bought 
and  sold  in  a  market.  A  developer  thinking  of  purchasing  the  land 
might  consider  only  how  to  maximize  the  individual  returns  from 
owning  it:  he  or  she  might  weigh  the  potential  profits  earned  from 
preserving  the  land  for  tourist  use  against,  say,  developing  a  hous¬ 
ing  tract  or  a  shopping  mall  on  the  site.  There  is  no  guarantee  that 
preservation  would  win  out,  even  if  Americans  would  value  that 
outcome  more  highly  in  the  aggregate.  Even  if  concerned  citizens 
established  a  fimd  to  preserve  the  land,  the  money  collected  might 
well  fall  short  of  the  actual  value  the  Nation  places  on  preserving 
this  important  site.  Each  potential  contributor  would  have  an  in¬ 
centive  to  wait,  hoping  that  someone  else  would  make  the  nec- 
essaiy  donation  to  prevent  development.  In  this  case  the  public 
good  character  of  the  natural  resource  leads  to  a  failure  of  the  mar¬ 
ket  to  reflect  collective  values,  and  society  is  better  off  if  the  gov¬ 
ernment  manages  the  asset. 

This  discussion  suggests  another  principle  for  resource  policy  re¬ 
form  that  should  receive  serious  attention.  Federal  public  lands 
that  private  owners  could  manage  efficiently,  in  a  manner  that  pro¬ 
tects  the  public  interest,  should  be  considered  for  privatization. 
Conversely,  many  lands  currently  in  private  hands  have  certain 
characteristics  of  public  goods,  and  thus  might  be  more  efficiently 
owned  and  managed  by  the  Federal  Government.  Achieving  the 
most  efficient  mix  of  public  and  private  lands  may  require  reconfig¬ 
uring  the  public  land  base,  adding  to  it  in  some  places  and  divest¬ 
ing  in  others.  The  Administration  is  currently  working  on  several 
exchanges  that  are  consistent  with  this  general  principle:  for  exam¬ 
ple,  the  Federal  Government  is  in  the  process  of  acquiring  the 
Headwaters  forest  in  Northern  California  and  the  New  World  Mine 
adjacent  to  Yellowstone  National  Park  in  exchange  for  surplus 
properties  elsewhere. 

Reconfiguring  could  be  accomplished  directly  through  swaps  of 
public  for  desired  private  lands,  as  is  most  common  today,  or  public 
lands  could  be  sold  and  the  proceeds  put  into  an  account  for  land 
purchases  elsewhere.  Economists  have  long  recognized  that  the 
swap  option  is  limited  by  the  "double  coincidence  of  wants”  prob¬ 
lem.  It  is  often  hard  to  find  a  swap  partner  who  both  owns  an  asset 
the  government  wishes  to  acquire  and  places  a  similar  value  on  an 
asset  the  government  wishes  to  sell.  For  this  reason,  a  land  pur¬ 
chase  fund  that  decouples  buying  and  selling  land  assets  is  supe¬ 
rior  to  direct  swaps. 
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DISPOSAL  OF  SURPLUS  DEFENSE  PROPERTIES 

The  closing  of  military  bases  offers  a  good  illustration  of  the  prin¬ 
ciple  that  land  no  longer  needed  by  the  Federal  Government  can 
be  turned  over  to  local  authorities  or  to  the  private  sector.  In  four 
rounds  of  defense  base  reductions  beginning  in  1988,  independent 
base  closure  commissions  performed  the  difficult  task  of  determin¬ 
ing  which  bases  would  be  closed.  Nearly  100  msgor  installations 
have  been  selected  for  closure. 

Disposition  of  these  properties  has  not  been  easy.  A  number  of 
objectives  have  to  be  taken  into  account,  including  local  economic 
redevelopment,  savings  for  the  Federal  budget,  and  the  needs  of 
the  homeless.  Recognizing  the  complexity  of  this  task,  the  law  pro¬ 
vides  for  a  6-year  period  from  the  initial  closure  decision  to  actual 
closure,  to  determine  how  best  to  meet  these  goals. 

Until  recently,  the  disposal  of  surplus  military  bases— one  of  the 
most  significant  divestitures  of  Federal  real  property — ^reflected  the 
hierarchical  approach  embodied  in  the  Federal  Property  Act.  Other 
Federal  agencies  had  first  call  on  the  land,  followed  in  order  by 
State  and  local  governments,  and  finally  the  private  sector.  Specific 
national  priorities,  such  as  the  provision  of  shelter  for  the  home¬ 
less,  ei\joyed  privileged  status. 

Recognizing  that  government  downsizing  represents  both  a  mcgor 
economic  dislocation  and  an  opportimity  to  stimulate  new  economic 
activity,  the  Administration  has  taken  several  important  steps  to 
smooth  adjustment  and  promote  economic  development  in  these  sit¬ 
uations.  liie  President’s  five-part  Program  to  Revitalize  Base  Clo¬ 
sure  Communities,  supported  in  1993  by  new  statutory  tools,  insti¬ 
tutionalized  economic  revitalization  as  a  priority.  In  1994  the  Ad¬ 
ministration  secured  further  legislation  that  gave  communities  and 
providers  of  assistance  to  the  homeless  increased  flexibility  to  meet 
the  needs  of  the  homeless  either  with  specific  buildings  or  other 
surplus  government  property,  or  with  the  proceeds  from  sale  of 
these  assets,  applied  in  ways  that  make  the  most  sense  in  the  local 
setting.  The  base  closure  and  redevelopment  process  illustrates 
that  increased  flexibility  in  the  disposal  of  surplus  Federal  land  en¬ 
hances  both  the  speed  of  disposition  and  the  economic  value  of 
reuse. 

A  remarkable  set  of  alliances  has  developed  to  put  these  sites 
into  productive  reuse,  to  support  residual  defense  activities  along 
with  those  of  other  Federal  and  State  agencies,  and,  most  impor¬ 
tant,  local  communities  and  the  private  sector.  Throughout  the  Na¬ 
tion,  economic  revitalization  from  all  of  these  sources  is  well  under 
way  in  affected  communities.  New  uses  range  from  airports  and 
manufacturing  to  college  campuses  and  affordable  housing.  As  a  re¬ 
sult,  numerous  new  jobs  have  been  created.  At  the  40  migor  closed 
installations,  nearly  half  of  the  civilian  jobs  lost  have  already  been 
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replaced,  and  more  are  being  created  every  day.  Most  communities 
affected  by  closure  expect  to  regain  or  exceed  previous  civilian  em¬ 
ployment  levels. 

The  steps  described  here  represent  vast  improvements  over  the 
hierarchiral  manner  in  which  surplus  base  closures  have  been  han¬ 
dled  in  the  past.  Continued  flexibility  and  innovation  will  be  re¬ 
quired  to  achieve  the  program’s  objectives. 

Even  where  the  Defense  Department  has  retained  installations, 
it  is  looking  for  ways  to  maximize  their  economic  benefit.  This  can 
include  introducing  multiple  uses  for  vast  weapons  and  training 
ranges,  such  as  mining,  recreation,  and  preservation  of  wildlife 
habitat.  To  minimize  the  need  for  Federal  land  and  to  spread  oper¬ 
ating  expenses,  the  Defense  Department  is  actively  attracting  com¬ 
patible  Federal  activities,  other  State  and  local  government  func¬ 
tions,  and  private  business  activity.  Privatization  of  some  govern¬ 
ment  functions,  such  as  military  family  housing,  is  another  exam¬ 
ple  of  this  trend. 

As  the  Federal  Government  increasingly  adopts  private  sector 
management  methods  and  privatizes  its  functions,  exclusively  Fed¬ 
eral  use  of  its  real  estate  is  likely  to  diminish,  and  the  value  of  that 
real  estate  to  the  local  and  national  economy  is  likely  to  increase. 

CHANGES  IN  FARM  POLICY 

The  Federal  Agriculture  Improvement  and  Reform  (FAIR)  Act  of 
1996  makes  important  changes  to  American  farm  policy.  Most  sig¬ 
nificantly,  the  legislation  increases  market  influence  in  planting 
decisions  and  reduces  the  distortions  in  resource  use  caused  by  pre¬ 
vious  commodity  programs.  Under  Title  I  of  the  new  law,  eligible 
producers  of  grains,  cotton,  and  rice  can  enter  into  7-year  produc¬ 
tion  flexibility  contracts,  receive  a  series  of  predetermined  annual 
payments,  and  have  almost  complete  flexibility  to  plant  any  crop 
on  any  land.  Contract  commodities  may  be  planted  on  any  acreage, 
and  any  commodity  except  fruits  and  vegetables  may  be  planted  on 
contract  acreage.  It  is  unlikely  that  there  will  be  large  changes  in 
land  allocation  or  prices  as  a  result  of  the  act,  at  least  in  the  short 
run.  Under  the  1990  Farm  Act,  growers  were  given  planting  flexi¬ 
bility  on  up  to  25  percent  of  their  base  acres  but  actually  used,  on 
average,  only  about  one-fourth  of  that  flexibility  to  plant  alter¬ 
native  crops. 

The  amounts  paid  to  farmers  during  the  7  years  covered  by  the 
1996  Farm  Act  are  large — almost  as  large  as  during  the  past  7 
years  under  previous  law.  Furthermore,  the  new  payments  are  well 
above  the  amounts  that  would  have  been  expected  if  the  previous 
law  had  been  extended.  Under  the  old  law,  deficiency  payments  in¬ 
creased  when  prices  were  low  relative  to  the  target  price  set  by  the 
law,  and  decreased  or  fell  to  zero  as  prices  rose  toward  the  target 


price.  Under  an  extension  of  the  previous  system  to  2002,  defi¬ 
ciency  payments  would  have  provided  little  cash  support,  because 
prices  received  by  producers  in  1995  and  1996  were  high  relative 
to  the  old  target  prices,  and  prices  are  expected  to  remain  high  for 
the  next  several  years.  However,  once  the  7-year  payments  run  out, 
they  are  not  expected  to  be  renewed.  At  that  time  farmers  will  be¬ 
come  subject  to  market  forces. 

The  act’s  impact  on  conservation  is  also  significant.  The  Con¬ 
servation  Reserve  Program  (CRP)  is  reauthorized  through  2002, 
with  up  to  36.4  million  acres  enrolled  at  any  time.  Under  the  CRP 
the  government  contracts  with  farmers  to  convert  highly  erodible 
or  otherwise  environmentally  sensitive  cropland  to  approved  con¬ 
servation  uses  for  10  to  15  years.  In  exchange,  farmers  are  paid  an 
annual  rent  and  a  share  of  the  cost  of  converting  and  maintaining 
the  land.  The  Wetlands  Reserve  Program  (WRP)  provides  payment 
and  cost  sharing  to  farmers  who  grant  permanent  or  long-term 
easements  (over  30  years)  that  restore  farmlands  to  a  wetland  en¬ 
vironment.  The  landowner  is  allowed  certain  economic  uses  of  the 
restored  wetland,  which  may  reduce  the  cost  of  the  easement.  The 
WRP  is  reauthorized  through  2002  for  a  maximum  of  975,000 
acres.  Finally,  the  Environmental  Quality  Incentives  Program 
(EQIP)  combines  and  replaces  several  earlier  programs.  One  of  its 
objectives  is  to  encourage  farmers  and  ranchers  to  adopt  practices 
that  reduce  environmental  and  resource  problems  through  targeted 
5-  to  10-year  contracts  providing  educational,  technical,  and  finan¬ 
cial  assistance. 

More  is  known  about  the  budgetary  and  economic  costs  of  these 
programs  than  about  their  benefits.  Further,  the  benefits  are 
multidimensional,  as  decisions  about  how  to  use  farmland  affect 
soil  loss,  water  quality,  wildlife  habitat,  and  other  environmental 
characteristics.  Thus,  to  maximize  overall  benefits,  the  CRP  and 
other  programs  must  be  managed  to  achieve  multiple  objectives, 
recognizing  the  tradeoffs  among  policy  goals. 

The  conservation  programs  of  the  1996  Farm  Act  have  the  poten¬ 
tial  to  enhance  social  welfare,  but  they  are  also  expensive.  The 
CRP  alone  retires  up  to  10  percent  of  the  Nation’s  stock  of  cul¬ 
tivated  cropland  and  raises  prices  received  by  farmers  overall.  Im¬ 
pacts  on  particular  commodities  will  depend  on  the  extent  to  which 
farmers  vary  cropping  patterns  in  response  to  price  changes.  Since 
there  are  few  restrictions  on  cropping  decisions  under  the  new  law, 
market  prices  will  allocate  land  left  out  of  the  CRP  to  the  highest- 
valued  uses.  Legislation  and  administration  have  increasingly  re¬ 
flected  concern  for  more  careful  management  of  conservation  pro¬ 
grams.  The  1990  act  encouraged  the  Department  of  Agriculture  to 
improve  the  cost-effectiveness  of  the  CRP.  In  response,  the  depart¬ 
ment  actively  targeted  subsequent  CRP  signups  to  land  that  would 
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best  contribute  to  conservation  reserve  goals  by  using  a  national 
ranking  of  applications  based  on  costs  and  an  environmental  bene¬ 
fits  index.  The  1996  act  encouraged  targeting  of  priority  areas  for 
the  CRP,  the  WRP,  and  the  EQIP  and  specifically  called  for  the 
EQIP  to  maximize  the  environmental  beneHts  per  dollar  expended. 

LIMITS  ON  BRINGING  MARKETS  INTO  THE 
PUBLIC  SECTOR 

The  success  of  spectrum  auctions  and  emissions  permit  trading 
pit^n^ms  again  raises  the  question  of  whether  we  might  not  leave 
all  government  service  provision  to  the  market.  For  example,  if  air¬ 
port  landing  rights  can  be  sold,  why  not  sell  the  right  to  operate 
the  air  traffic  control  system  as  well?  Recently  proposed  legislation 
would  lead  to  the  privatization  of  the  Patent  and  Trademark  Office. 
And  the  National  Aeronautics  and  Space  Administration  recently 
signed  a  $7  billion  contract  with  a  joint  venture  between  two  lead¬ 
ing  aerospace  companies  to  run  the  space  shuttle  program.  In  prin¬ 
ciple,  more  might  be  done.  The  Federal  Government  might  contract 
out  or  privatize  virtually  eveiy  one  of  its  operations,  from  law  en¬ 
forcement  to  Medicare  administration,  from  the  Census  Bureau  to 
the  Army.  Where,  if  at  all,  should  we  draw  the  line? 

It  is  worth  noting  that  the  U.S.  economy  is  already  in  private 
hands  to  a  greater  degree  than  the  economies  of  most  other  indus¬ 
trial  countries.  In  many  countries,  services  provided  privately  in 
the  United  States — ^including  telephone  service,  electric  power, 
broadcasting,  health  care,  and  air  transportation — ^are  nationalized. 
In  the  United  States,  most  goods  and  services  except  for  the  mail, 
the  public  schools,  local  mass  transit,  intercity  passenger  rail,  and 
some  local  utilities,  are  already  provided  in  the  private  sector. 
Moreover,  in  those  sectors  where  the  public  sector  is  the  dominant 
service  provider,  as  well  as  in  the  rest  of  the  government,  many 
day-to-day  operations  such  as  food  service,  transportation,  and 
cleaning  are  supplied  by  private  firms  under  contract.  Indeed,  the 
increasing  scope  of  privatization  in  the  rest  of  the  world  is  a  re¬ 
sponse  to  its  demonstrated  success  in  the  U.S.  economy. 

But  contracting  out  has  important  limits  in  the  public  sector,  just 
as  it  does  in  the  private  economy.  Firms  exist  because  internal  pro¬ 
duction  of  goods  and  control  of  services  are  often  less  expensive 
than  going  to  the  market  every  day  to  procure  employees,  equip¬ 
ment,  and  supplies.  Outside  procurement,  especially  under  long¬ 
term  contract,  is  especially  problematic  when  assets  and  services 
are  specialized  to  a  particular  enterprise,  leaving  one  party  or  both 
vulnerable  to  opportunistic  threats  to  breach  the  agreement.  One 
way  the  government  can  avoid  the  costs  of  using  the  market  and 
its  exposure  to  such  opportimism  is  to  undertake  specialized,  long- 


term  activities  in-house  rather  than  to  contract  out  for  them.  This, 
too,  is  consistent  with  the  Administration’s  policy  to  imitate  effec¬ 
tive  private  sector  activities  in  providing  public  services.  Private 
firms,  after  all,  organize  themselves  the  way  they  do  in  large  meas¬ 
ure  to  realize  savings  from  producing  goods  and  services  in-house 
rather  than  purchasing  them  from  others. 

A  second  reason  for  limiting  the  scope  of  privatization  of  public 
services  stems  from  the  fact  t^t  the  justification  of  many  of  these 
services  is  on  other  than  economic  grounds.  Privatization  works 
best  when  the  goals  of  an  activity  are  well  defined,  performance  at 
meeting  those  goals  can  be  accurately  assessed,  and  the  primary 
objective  is  to  ensure  that  they  are  met  at  least  cost.  These  condi¬ 
tions  are  often  met,  but  in  many  cases  it  is  hard  to  define  goals 
explicitly  or  to  monitor  private  providers  to  ensure  that  the  public’s 
goals  are  being  met.  Many  times,  service  providers  themselves 
have  to  judge  how  best  to  meet  publicly  designated  objectives.  In 
those  cases  it  may  then  be  more  ^cient  to  keep  those  service  pro¬ 
viders  within  the  government.  Agencies  could  ^en  hire  personnel 
who  already  understand  and  share  their  objectives.  Where  such  a 
professional  ethic  is  important  to  achieve  the  public  sector’s  goals, 
del^ation  to  private,  profit-maximizing  entities  may  be  an  ineffi¬ 
cient  way  to  promote  the  public  good. 

CONCLUSION 

Markets  have  undeniably  significant  advantages  over  the  public 
sector  in  processing  and  transmiting  enormous  quantities  of  infor¬ 
mation  about  the  costs  and  benefits  of  goods  and  services.  They 
also  allow  millions  of  individuals  and  businesses  to  act  in  such  a 
way  that  they  directly  reap  the  benefits  and  bear  the  costs  of  their 
actions.  When  insufficient  competition,  incomplete  markets,  imper¬ 
fect  information,  or  noneconomic  goals  complicate  the  picture,  how¬ 
ever,  markets  may  not  lead  to  efficient  or  socially  desirable  out¬ 
comes.  On  the  other  hand,  as  both  academic  research  and  practical 
experience  point  out,  the  public  sector  is  not  always  the  perfect  al¬ 
ternative  when  markets  fail  to  meet  theoretical  ideals. 

Too  much  of  the  debate  about  the  virtues  and  vices  of  govern¬ 
ment  involvement  in  the  economy  is  predicated  on  an  artificial  di¬ 
chotomy  between  government  and  markets,  usually  understating 
the  deficiencies  of  one  and  overstating  those  of  the  other.  With  a 
careful,  pragmatic  balance  of  the  costs  and  benefits  of  public  inter¬ 
vention  in  the  economy,  however,  we  have  seen  that  markets  and 
governments  need  not  be  regarded  as  substitutes,  but  as  highly  ef¬ 
fective  complements.  The  passage  and  implementation  of  the  Tele¬ 
communications  Act  of  19%,  the  promotion  of  electric  power  com¬ 
petition  through  the  FERC’s  Orders  No.  888  and  No.  889,  the  intro- 
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duction  of  emissions  trading  and  spectrum  auctions,  and  the  reform 
of  land  management  policies  all  exemplify  this  principle.  Public  pol- 
iqf  can  help  markets  perform  better,  and  market  mechanisms  can 
help  the  government  better  serve  the  public  while  reducing  bur¬ 
dens  on  taxpayers  and  the  economy  as  a  whole. 


CHAPTER  7 


American  Leadership  in  the 
Emerging  Global  Economy 

SEVENTY-EIGHT  YEARS  AGO,  after  the  end  of  World  War  I, 
an  isolationist  America  made  a  tragic  mistake  by  retreating  from 
international  engagement.  The  punitive  economic  conditions  im¬ 
posed  on  Germany  in  the  1919  Treaty  of  Versailles,  along  with  pro¬ 
tectionist  pressures  culminating  in  the  Trade  Act  of  1930  in  the 
United  States  (the  origin  of  the  infamous  Smoot-Hawley  tariff)  and 
other  measures  elsewhere,  destabilized  the  international  economy 
and  deepened  the  Great  Depression.  These  events  in  tiim  are  wide¬ 
ly  believed  to  have  contributed  to  political  instability  in  Europe, 
Uius  helping  bring  on  World  War  II. 

After  that  war  the  United  States,  determined  to  get  it  right  this 
time,  did  pursue  a  policy  of  international  engagement.  American 
leadership  fostered  the  creation  of  a  stable  and  predictable  inter¬ 
national  economic  environment  and  of  international  institutions, 
such  as  the  International  Monetaiy  Fund  (IMF),  to  promote  co¬ 
operation  on  economic  matters.  The  United  States  also  plajred  a 
key  role  in  designing  the  postwar  multilateral  trading  system.  Mu¬ 
tually  agreed  rules,  formulated  under  the  General  Agreement  on 
Tariffs  and  Trade  (GATT),  imderpinned  the  development  of  a  trad¬ 
ing  regime  in  which  coimtries  could  prosper.  All  these  efforts  great¬ 
ly  enhanced  America’s  well-being,  economically  as  well  as  politi¬ 
cally.  In  the  Cold  War  years,  the  United  States  led  an  economic 
partnership  with  other  industrial  democracies  in  Europe,  North 
America,  and  the  Pacific  Rim.  These  countries  flourished  as  eco¬ 
nomic  cooperation  took  root. 

The  Cold  War  era  also  saw  the  decolonization  of  much  of  Africa, 
Asia,  the  Middle  East,  the  Pacific,  and  the  Caribbean.  The  new 
countries  that  emerged,  together  with  the  already  independent 
lower  and  middle-income  countries  of  Latin  America,  became 
known  collectively  as  the  developing  world.  Through  its  own  direct 
assistance  and  through  institutions  such  as  the  World  Bank,  the 
United  States  led  the  international  coordination  of  aid  and  lending 
to  these  countries  and,  more  recently,  to  the  countries  in  transition 
from  central  planning. 

Now  a  new  era  is  beginning.  Fimdamental  changes  have  re¬ 
shaped  the  world  economy.  One  of  the  previous  central  motivations 
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for  U.S.  leadership,  that  of  superpower  competition  with  the  Soviet 
Union,  is  gone.  Yet  the  United  States  and  other  countries  continue 
to  benefit  from  U.S.  leadership  in  international  economic  policy. 
U.S.  economic  leadership  must  move  forward  with  a  renewed  vi¬ 
sion,  adapted  to  these  changed  political  and  economic  realities. 

This  chapter  examines  how  the  world  economy  has  changed,  and 
how  U.S.  leadership  remains  necessary  in  international  economic 
relationships.  A  policy  of  economic  openness  and  engagement,  sup¬ 
porting  the  kind  of  international  economic  system  the  United 
States  has  worked  hard  to  establish  over  the  past  half  century,  will 
continue  to  yield  great  benefits  to  the  Nation,  through  access  to 
new  markets  and  through  enhanced  international  stability  and  co¬ 
operation.  In  this  area  some  of  the  current  policies  on  which  the 
Administration  places  priority  are: 

•  facilitating  economic  reform  in  the  transition  economies  and 
their  integration  into  world  markets,  including  their  accession 
to  the  World  Trade  Organization  (WTO) 

•  providing  adequate  resources  for  multilateral  development  ef¬ 
forts,  including  full  funding  of  U.S.  commitments  to  the  World 
Bank’s  International  Development  Association  (IDA) 

•  supporting  the  rules-based  international  trading  system  cen¬ 
ter^  on  the  WTO 

•  continuing  a  wide  variety  of  efforts  to  open  foreign  markets  to 
U.S.  exports,  encouraging  U.S.  companies  to  take  advantage  of 
these  opportunities,  and  working  with  the  Congress  to  nego¬ 
tiate  further  international  market  opening 

•  furthering  U.S.  efforts  toward  greater  economic  linkages  with¬ 
in  the  Asia-Pacific  Economic  Cooperation  (APEC)  forum  and 
the  proposed  Free  Trade  Area  of  the  Americas  (FTAA)  agree¬ 
ment 

•  strengthening  the  international  financial  system  and  increas¬ 
ing  the  capacity  of  international  financial  institutions  to  re¬ 
spond  to  crises. 

•  fostering  cooperation  on  common  challenges  in  the  Group  of 
Seven  at  the  summit  of  heads  of  state  that  the  President  will 
host  in  Denver  in  June  1997. 

THREE  SWEEPING  CHANGES 

At  the  core  of  the  international  economic  system  that  emerged 
after  World  War  II  was  what  came  to  be  called  the  liberal  inter¬ 
national  trading  system.  It  was  liberal  in  the  sense  that  it  worked 
to  free  the  flow  of  goods  and  capital  from  the  restrictions  that  had 
often  characterized  the  interwar  regime.  A  few  widely  shared,  basic 
premises  underlay  this  system. 


Just  as  competitive  markets  within  economies  had  helped  deliver 
remarkable  increases  in  standards  of  living  in  the  industrial  world, 
so  competition  between  economies  could  help  sustain  and  enhance 
these  increases.  The  economic  principles  underlying  this  belief  were 
long  established.  One  was  that  international  trade  allows  countries 
to  find  their  comparative  advantage,  concentrating  their  production 
on  those  goods  in  which  they  have  the  largest  cost  advantage  over 
others.  Another  was  that  bigger  markets  spell  greater  scope  for  the 
gains  that  come  from  specialization. 

The  trading  system  had  other,  noneconomic  purposes  as  well. 
The  Western  democracies  believed  that  prosperity  was  the  best  in¬ 
surance  against  the  spread  of  Communism.  Indeed,  trade  liberal¬ 
ization  is  a  natural  corollaiy  of  the  paradigm  of  democratic  market 
capitalism,  which  won  an  important  intellectual  and  strategic  vic¬ 
tory  in  the  Cold  War. 

Three  recent  changes  have  had  a  profound  effect  on  the  inter¬ 
national  economic  environment:  the  end  of  the  Cold  War,  the  emer¬ 
gence  of  growing  markets  among  the  developing  countries  of  East 
Asia  and  Latin  America,  and  the  increasing  globalization  of  the 
international  economy.  These  changes  have  also  created  important 
opportunities  for  the  United  States.  Understanding  these  changes 
helps  us  see  where  the  international  economy  is  headed  in  the  fu¬ 
ture,  so  that  we  can  more  effectively  respond  to  these  challenges, 
fulfill  our  responsibilities,  and  take  advantage  of  these  opportuni¬ 
ties. 

THE  END  OF  THE  COLD  WAR 

In  1989  the  Soviet  Union  relaxed  its  control  over  the  Eastern  Eu¬ 
ropean  countries  that  had  suffered  its  domination  for  over  40  years. 
These  countries  immediately  seized  the  opportunity  to  throw  off 
authoritarian  Communist  rule.  Two  years  later  the  Soviet  Union  it¬ 
self  underwent  a  political  and  ideological  upheaval,  which  quickly 
led  to  its  breakup  into  15  independent  states.  Most  of  these  and  the 
other  formerly  centrally  planned  economies  are  now,  to  varying  de¬ 
grees,  engaged  in  a  process  of  transition  from  central  planning  and 
state  ownership  to  market  forces  and  private  ownership. 

An  essential  part  of  the  West’s  victory  in  the  Cold  War  was  that 
it  decided  once  and  for  all  the  contest  between  two  radically  dif¬ 
ferent  approaches  to  organizing  political  and  economic  life.  The  in¬ 
dustrial  democracies  had  allowed  markets  to  guide  most  economic 
decisions.  The  Communist  countries  had  relied  on  central  planning, 
in  which  state-owned  producers  acted  on  instructions  handed  down 
from  government  ministries.  By  the  1980s  the  success  of  the  mar¬ 
ket  democracies  stood  in  sharp  contrast  with  the  evident  stagna¬ 
tion  of  the  Communist  economies  that  had  stuck  by  central  plan¬ 
ning. 


This  triumph  of  democracy  and  markets  was  as  much  an  intellec¬ 
tual  victory  as  a  political  and  economic  one.  The  idea  that  state 
planners  could  effectively  guide  every  aspect  of  production  in  an 
entire  economy  was  thoroughly  discredited.  The  amount  of  informa¬ 
tion  required  for  planning  to  work  far  exceeded  the  planners’  abil¬ 
ity  to  gather  and  process  it.  In  any  case,  without  private  property, 
hard  budget  constraints,  and  competition  both  from  other  domestic 
firms  and  from  abroad,  the  managers  of  socialist  enterprises  lacked 
incentives  to  streamline  production  or  to  innovate.  Consumers  in 
these  countries  had  to  make  do  with  increasingly  shoddy  products. 
Industrial  productivity  fell  far  short  of  that  in  the  industrial  de¬ 
mocracies.  Lacking  a  system  of  flexible,  market-determined  prices 
to  convey  information  about  relative  scarcities,  and  lacking  decen¬ 
tralized  decisionmakers  with  the  freedom  and  incentives  to  act  on 
that  information  and  allocate  resources  accordingly,  the  centrally 
planned  economies  fell  far  behind  the  West. 

The  Communist  countries  made  another  mtgor  blunder:  as  a 
matter  of  policy,  they  insulated  themselves  from  the  world  economy 
and  ignored  the  opportunities  that  international  trade  offers  to 
raise  living  standards.  This  is  not  to  say  that  the  Communist  coun¬ 
tries  did  not  trade.  They  did,  but  mostly  with  each  other.  In  1989, 
for  example,  Czechoslovakia,  despite  its  location  adjacent  to  afflu¬ 
ent  Western  Europe,  conducted  54  percent  of  its  trade  with  its  fel¬ 
low  Communist  countries,  and  almost  60  percent  of  that  trade  was 
with  the  Soviet  Union.  Given  these  countries’  other  economic 
handicaps,  such  limited  trade  failed  to  reap  many  of  the  potential 
gains  of  comparative  advantage  or  of  expanded  competition.  Trade 
became  just  another  misguided  planning  decision,  and  was  often 
undertaken  merely  for  political  reasons  as  well. 

INDUSTRIALIZATION  AND  GROWTH  COME  'TO  THE 
DEVELOPING  WORLD 

The  second  great  change  of  recent  years  has  been  the  rapid  in¬ 
dustrialization  and  economic  growth  of  a  number  of  developing 
countries  in  several  parts  of  the  world.  The  first  of  these  emerging 
markets  were  the  four  Asian  “tigers”:  Hong  Kong,  Singapore,  South 
Korea,  and  Taiwan.  Now  Malaysia,  Thailand,  and  some  other 
Asian  countries  are  following  in  their  footsteps,  and  some  of  the 
Latin  American  countries,  having  overcome  the  debt  crisis  of  the 
1980s  and  undertaken  economic  and  political  reforms,  have  also 
begun  to  see  faster,  more  sustained  growth. 

The  success  of  these  countries  offers  valuable  insights  into  the 
necessary  ingredients  for  successful  development.  It  has  implica¬ 
tions  for  U.S.  international  economic  policy  as  well.  Again,  berauM 
trade,  and  economic  relations  more  generally,  are  a  positive-sum 
enterprise,  the  rise  of  these  covmtries  also  brings  opportunities  for 


the  United  States  and  the  other  established  economies.  As  a  rntgor 
exporter  of  capital  goods — the  tools  of  development — and  of  agricul¬ 
tural  products,  consumer  goods,  and  commercial  services,  the  Unit¬ 
ed  States  is  especially  well  poised  to  benefit  from  these  economies* 
growing  demand. 

The  Success  of  East  and  Southeast  Asia 
From  1960  to  1993,  8  of  the  world’s  10  fastest-growing  economies 
were  all  in  the  same  region:  East  and  Southeast  Asia.  Japan’s 
gross  domestic  product  (GDP)  per  capita,  adjusted  for  differences  in 
relative  prices,  grew  from  30  percent  of  that  of  the  United  States 
in  1960  to  82  percent  in  1994,  and  South  Korea’s  from  9  percent 
to  40  percent.  The  four  “tigers”  experienced  growth  in  GDP  per 
capita  averaging  over  6  percent  per  year,  during  a  period  in  which 
U.S.  income  per  capita  grew  less  than  2  percent  per  year  (Chart 
7-1).  Malaysia’s  growth  has  averaged  over  4  percent  a  year,  and 
Indonesia’s  only  slightly  less  (Chart  7-2).  China,  the  world’s  most 
populous  country  with  more  than  a  billion  inhabitants,  has  seen 
phenomenal  growth  in  GDP  per  capita,  averaging  8.1  percent  per 
year  since  1978.  Although  still  under  Communist  rule,  China  has 
begun  to  recognize  the  tenets  of  market  economics,  including  the 
importance  of  incentives  and  entrepreneurship,  which  have  awak¬ 
ened  the  countiy’s  vast  potential. 

Chart  7-1  GOP  Par  Capita  In  the  "Four  Tigers" 

Since  1960,  real  GDP  in  each  of  the  (our  East  Asian  "tigers”  has  grown  by 
more  than  6  percent  per  year. 
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Chart  7-2  OOP  Par  Capita  Hi  Four  Other  Asian  Economias 

Although  SUN  bek)w  that  of  the  *tiger8,”  real  GDP  in  several  other  East  and  Southeast  Asian 
economies  has  also  grown  quicMy. 

Tliounndt  o(  1967  dolM  (raSo  acato) 
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Although  their  approaches  to  development  have  differed  in  var¬ 
ious  ways,  the  success  of  these  economies  teaches  important  les¬ 
sons  on  the  elements  of  a  sound  development  strat^y.  These  in¬ 
clude  attention  to  human  and  physical  capital,  a  limited  role  for 
government,  and  export-oriented  policies.  Another  lesson  is  that 
rapid  development  need  not  be  accompanied  by  large  income  dis¬ 
parities. 

The  development  of  human  capital  has  made  a  critical  contribu¬ 
tion  to  Asia’s  success.  The  region’s  successful  economies  have  in¬ 
vested  in  nearly  universal  primary  and  secondary  education,  while 
at  the  same  time  developing  their  scientific  and  engineering  capa¬ 
bilities.  This  has  given  them  a  labor  force  equipped  to  work  with 
increasingly  complex  production  processes,  and  has  permitted  them 
to  move  to  increasingly  sophisticated  technologies  over  time.  A  par¬ 
ticularly  noteworthy  aspect  of  their  educational  strategy  has  been 
its  emphasis  on  female  as  well  as  male  education. 

Investment  in  physical  capital  has  also  contributed  greatly.  In 
the  successful  economies,  most  of  this  investment  has  been  fi¬ 
nanced  domestically,  thanks  to  relatively  high  domestic  saving 
rates.  Some  East  Asian  economies  have  achieved  gross  saving  rates 
of  more  than  30  percent  of  GDP. 

The  role  of  government  in  many  successful  East  Asian  economies 
has  generally  been  to  complement  markets  and  make  them  wortc 
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better,  rather  than  to  replace  them.  Governments  made  it  their 
first  responsibility  to  keep  their  Hscal  affairs  in  order.  Deficits  were 
small,  and  some  governments  actually  ran  stirpluses.  Government 
expenditxire  fociised  on  investment,  both  in  people  and  in  infra¬ 
structure.  Governments  also  took  charge  of  maintaining  macro- 
economic  stability,  avoiding  extremes  of  high  inflation  and  hi^  un¬ 
employment. 

The  successful  East  Asian  economies  also  adopted  policies  of  out¬ 
ward  orientation.  Firms  were  expected  to  compete  in  export  mar¬ 
kets,  where  they  would  have  to  adopt  international  standards  and 
best  practices.  Engagement  in  the  international  economy  also  facili¬ 
tated  the  increase  of  technological  capacity.  Empirical  evidence  in¬ 
dicates  that  economies  in  East  Asia  and  elsewhere  that  adopted 
such  outward-oriented  strategies  epjoyed  superior  performance  in 
terms  of  exports,  overall  growth,  and  employment.  One  study  fo\md 
that,  during  the  1970s  and  1980s,  the  more  open  economies  in  a 
large  sample  of  developing  countries  grew  on  average  by  4.5  per¬ 
cent  per  year,  compared  with  only  0.7  percent  for  more  closed 
economies.  Not  a  single  open  developing  economy  in  the  siirvey 
grew  at  less  than  2  percent  per  year  during  this  period.  Of  course, 
some  of  the  observed  correlation  between  openness  and  growth  may 
be  due  to  reverse  causality:  countries  tend  to  liberalize  trade  as 
they  develop.  But  even  when  one  isolates  exc^nous  differences  in 
trade  levels  across  countries  (e.g.,  due  to  geography),  it  appears 
that  trade  leads  to  faster  growth. 

The  East  and  Southeast  Asian  economies  recognized  the  impor¬ 
tance  of  exports  to  their  economic  growth,  but  they  were  not  always 
as  receptive  to  imports.  Although  they  avoided  the  extremes  of  pro¬ 
tracted  import  substitution  policies  (discussed  below),  which  insu¬ 
lated  the  industries  of  many  other  cotmtries  behind  walls  of  protec¬ 
tion,  they  did  erect  a  variety  of  barriers  to  trade,  which  were 
distortionary  and  may  have  impeded  growth  at  home  and  abroad. 

The  East  Asian  experience  upset  the  conventional  wisdom  on  the 
relationship  between  growth  and  income  equality.  The  established 
theories  held  that  inequality  was  necessary  to  promote  economic 
growth,  because  growth  requires  saving,  and  the  wealthy  tend  to 
save  more  than  the  nonwesilthy.  Theory  also  held  that  inequality 
increased  in  the  early  stages  of  growth,  as  an  income  gap  emerged 
between  workers  in  ^e  new  industrial  sector  and  those  left  behind 
in  the  traditional  agrarian  sector.  The  poor  would  eventually  bene¬ 
fit  from  the  growth  in  national  prosperity,  in  this  view. 

Confounding  these  theories,  several  East  Asian  economies  suc¬ 
ceeded  in  growing  rapidly  while  not  only  maintaining  a  more  even 
income  distribution  than  many  other  countries  but  actually  reduc¬ 
ing  inequality.  More-equal  distribution  of  income  contributed  to 
rapid  growth  through  several  channels.  For  instance,  it  facilitated 


the  accumulation  of  human  capital,  as  more  households  could  af¬ 
ford  to  pay  for  their  children’s  education.  Land  reform  in  Taiwan 
and  some  other  economies  after  World  War  II  both  improved  equal¬ 
ity  and  enhanced  peasants’  incentives,  stimulating  growth. 

The  Revival  of  Growth  in  Latin  America 

For  many  economies  in  Latin  America  the  1980s  were  a  "lost  dec¬ 
ade.”  After  growing  robustly  in  the  1960s  and  1970s  (Chart  7-3), 
these  countries  took  on  large  foreign  debts  in  the  late  1970s  and 
early  1980s.  They  pursued  inward-oriented  economic  policies,  de¬ 
veloping  their  industries  to  supply  domestic  demand  behind  high 
trade  barriers  that  reduced  competition  and  distorted  prices.  These 
policies  left  them  ill  equipped  to  service  this  moimting  debt,  much 
of  which  financed  consumption  rather  than  productive  investment. 
In  1981-82,  high  dollar  interest  rates  pushed  these  countries’  debt- 
service  requirements  upward,  a  deep  recession  in  the  United  States 
lowered  demand  for  their  exports,  and  prices  for  their  export  com¬ 
modities  declined.  Debt-service  payments  thus  rose  sharply  in  rela¬ 
tion  to  export  earnings.  When  these  problems  erupted  into  a  crisis 
in  Mexico  in  August  1982,  a  number  of  countries  were  forced  to 
suspend  these  payments.  Many  were  compelled  to  make  painful  ad¬ 
justments  to  continue  debt  payments,  while  investors  remained  re¬ 
luctant  to  extend  new  financing.  Through  cooperative  efforts  led  by 
the  United  States  with  other  industrialized  creditor  countries  and 
the  IMF  and  the  World  Bank,  many  Latin  American  countries  re¬ 
formed  their  economies  and  restructured  their  debts,  and  by  the 
early  1990s  the  crisis  had  unwound. 

Most  of  these  countries  have  resumed  growth  in  the  1990s.  Their 
governments  now  intervene  less  in  their  economies,  and  they  have 
adopted  more  outward-oriented  policies.  The  star  performer  has 
been  Chile,  whose  relatively  open,  liberal  economy  has  seen  growth 
averaging  more  than  6  percent  per  year  since  1983  while  moving 
more  than  a  third  of  the  counties  poor  above  the  poverty  line. 
Other  economies  have  also  expanded.  Since  1993,  real  growth  in 
Brazil,  Latin  America’s  largest  economy,  has  averaged  over  4  per¬ 
cent  per  year.  Brazil  has  also  quashed  inflation  after  more  than  a 
decade  of  extreme  price  instability.  Argentina’s  economy,  which 
contracted  by  1  percent  per  year  during  the  1980s,  has  seen  an 
even  more  striking  recovery. 

The  reentry  of  a  dynamic  Latin  America  into  the  international 
economy  offers  especially  great  opportimities  for  the  United  States. 
Our  historical  ties  with  that  region  as  well  as  our  geographical 
proximity  make  it  likely  that  the  United  States  will  benefit  greatly 
from  Latin  America’s  resurgence. 
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B  Argentina  ^  Brazil  Q  Chile  Q]  Mexico 

Mole:  1 995-96  data  projected  by  the  International  Monetary  Fund. 

Sources:  Internatiortal  Monetary  Fund  and  Wortd  Bank. 

INCREASED  GLOBALIZATION 

The  third  mtgor  change  in  the  international  economic  environ¬ 
ment  is  even  more  sweeping  than  the  first  two.  National  economies 
are  becoming  steadily  more  integrated.  Technological  barriers  have 
fallen  as  transportation  and  communication  costs  have  plummeted. 
Man-made  barriers  have  also  fallen,  as  tariffs  have  been  drastically 
reduced  in  a  series  of  multilateral  trade  negotiations  since  World 
War  II,  and  as  efforts  to  reduce  nontariff  barriers  have  gathered 
speed. 

Some  numbers  help  illustrate  the  shrinking  economic  distance 
between  countries.  Advances  in  shipping  technology  have  reduced 
average  ocean  freight  charges  per  short  ton  from  $95  in  1920  to 
$29  in  1990  (these  figures  are  for  U.S.  trade  only  and  are  in  1990 
dollars).  Between  1930  and  1990,  average  air  transport  revenue  per 
passenger-mile  fell  from  68  cents  to  11  cents,  and  the  cost  of  a  3- 
minute  phone  call  from  New  York  to  London  dropped  from  $244.65 
to  $3.32  (again  in  1990  dollars). 

Trade  has  increased  faster  than  output  in  the  postwar  era.  In 
1960,  total  world  exports  amounted  to  $629  billion  (in  1995  dol¬ 
lars).  By  1995  they  had  risen  to  over  $5  trillion.  In  real  terms, 
world  exports  have  grown  at  an  annual  rate  of  6.1  percent  per  year 
since  1960,  while  world  output  grew  at  3.8  percent  (Chart  7-4). 


This  growth  of  trade  has  led  to  wider  competition,  allowing  coun¬ 
tries  to  benefit  from  their  comparative  advantage  and  raising  living 
standards  everywhere. 

Chart  7-4  Qrowiti  In  World  Output  and  Trade 

Trade  has  expanded  much  faster  than  output,  especially  since  the  early  1970s. 

Index,  1960-100 


Sowces:  Inlentalional  Monetary  Fund  and  World  Bank. 

Globalization  has  made  great  strides  but  still  has  a  long  way  to 
go.  The  physical  and  information  costs  of  international  trade  are 
still  substantial,  although  current  trends  and  the  histoiy  of  eco¬ 
nomic  and  technological  advancement  suggest  that  these  costs  will 
continue  to  shrink.  As  they  do,  however,  other  barriers  to  trade  will 
take  on  greater  importance. 

The  Evolution  of  International  Institutions 

A  number  of  international  institutions  have  evolved  imder  strong 
U.S.  encouragement  to  handle  the  challenges  posed  by  increased 
global  integration.  Two  that  are  central  are  the  International  Mon¬ 
etary  Fund  and  the  World  Bank,  both  created  at  the  Bretton 
Woods  conference  at  the  end  of  World  War  11.  The  World  Bank’s 
first  task  was  to  finance  Western  Europe’s  postwar  reconstruction. 
It  has  since  become  a  megor  financier  of  infrastructure  and  other 
projects  and  programs  in  developing  coxmtries — and  now  transition 
economies  as  well — around  the  world.  On  its  successful  model,  re¬ 
gional  multilateral  development  banks  have  also  been  set  up  for  Af- 
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rica,  Asia,  Latin  America  and  the  Caribbean,  and  most  recently  for 
Eastern  Europe  and  the  former  Soviet  Union. 

The  IMF  was  designed  to  provide  temporary  financing  to  coun¬ 
tries  with  balance  of  payments  shortfalls,  as  a  means  of  supporting 
the  international  system  of  fixed  exchange  rates  that  the  Bretton 
Woods  conference  also  established.  That  system  pegged  members* 
currencies  to  the  dollar,  which  in  turn  was  made  convertible  into 
gold  for  foreign  governments.  Since  the  fixed  exchange  rate  system 
collapsed  in  the  early  1970s,  the  IMF  has  taken  on  several  other 
important  roles,  including  financing  structural  adjustment  pro¬ 
grams  in  developing  and  transition  economies.  These  programs,  in 
copjunction  with  fimding  for  structural  adjustment  reforms  by  the 
World  Bank  and  other  multilateral  development  banks,  involve  a 
negotiated  set  of  economic  reforms  designed  to  stabilize  the  domes¬ 
tic  economy  and  facilitate  the  development  of  institutions  and  mar¬ 
kets  that  will  maximize  future  grow^. 

The  architects  of  the  Bretton  Woods  system  also  sought  to  create 
a  new  order  in  international  trade,  to  reduce  friction  between  trad¬ 
ing  partners  and  prevent  a  return  to  the  beggar-thy-neighbor  poli¬ 
cies  of  the  1930s,  in  which  countries  imposed  tariffs  and  devalued 
their  currencies  in  an  ultimately  futile  effort  to  increase  domestic 
employment  at  foreigners*  expense.  The  Bretton  Woods  proposal  for 
an  International  Trade  Organization  was  never  ratified,  but  the 
General  Agreement  on  Tariffs  and  Trade,  an  accord  originally  in¬ 
tended  as  a  precursor  to  the  ITO,  was  concluded  in  1947.  Subse¬ 
quent  negotiations  imder  the  GATTs  auspices  have  done  much  to 
liberalize  trade.  The  code  of  conduct  that  it  embodies  introduced 
two  important  principles  to  trade  relations:  first,  that  coimtries 
should  eventually  renounce  import  quotas  and  similar  quantitative 
restrictions  on  trade,  and  second,  that  they  should  adopt  a  policy 
of  nondiscrimination,  opening  their  markets  to  all  participating 
countries  equally. 

The  GATT  has  provided  a  framework  for  countries  to  negotiate 
large  reductions  in  tariffs  and,  more  recently,  in  nontariff  barriers. 
Successive  GATT  negotiating  rounds  have  achieved  reductions  of 
over  90  percent  in  tariffs  on  industrial  products  traded  between  the 
miqoi’  industrial  countries.  The  GATTs  Uruguay  Round,  completed 
in  1993,  made  landmark  reductions  in  nontariff  barriers  in  textiles 
and  apparel,  product  standards,  and  intellectual  property,  among 
other  areas.  It  also  extended  GATT  principles  both  to  agriculture, 
where  certain  nontariff  barriers  were  converted  to  tariffs,  later  to 
be  progressively  reduced,  and  to  services. 

A  key  outcome  of  the  1993  Uruguay  Round  agreement  was  to  set 
up  an  international  trade  body  along  the  lines  envisioned  at 
Bretton  Woods  nearly  50  years  earlier.  The  establishment  of  this 
body,  the  World  Trade  Organization,  recognizes  the  need  for  a 
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forum  for  discussion,  negotiation,  and  liberalization.  The  WTO  also 
encompasses  a  system  for  the  impartial  and  expeditious  adjudica¬ 
tion  of  trade  disputes,  to  help  ensure  that  countries  operate  fairly 
in  international  trade.  The  WTO’s  dispute  settlement  system  ap¬ 
plies  in  integrated  fashion  to  the  whole  range  of  Uruguay  Round 
agreements. 

The  WTO  system  respects  national  sovereignty.  Each  country  re¬ 
tains  ultimate  authority  for  making  and  implementing  nationied 
policy.  But  decades  of  GATT  negotiations  have  resulted  in  a  set  of 
internationally  accepted  rules  of  the  game.  A  country  that  is  found 
to  be  engaging  in  an  unfair  trade  practice  has  a  choice:  it  can  ei¬ 
ther  desist  from  that  practice  or  face  appropriate  retaliation  from 
the  ir\jured* country.  Within  the  WTO,  judgments  are  reached  in  a 
quasi-judicial  framework  on  the  consistency  of  countries’  trade 
practices  with  WTO  obligations.  Section  301  of  U.S.  trade  law  has 
in  fact  always  required  the  United  States  to  use  GATT  (and  now 
WTO)  dispute  settlement  mechanisms  where  available.  A  problem 
under  the  former  GATT  system  was  that  many  restrictions  and  dis¬ 
tortions  of  international  trade  did  not  violate  any  specific  GATT  ob¬ 
ligation,  and  thus  were  not  subject  to  treatment  under  GATT  dis¬ 
pute  settlement  mechanisms.  Given  the  success  of  the  Uruguay 
Round  and  the  resulting  broader  scope  of  the  WTO,  this  problem  | 
has  been  significantly  lessened,  though  not  eliminated,  for  the 
United  States  and  other  countries.  Section  301  also  provides  a 
mechanism  for  addressing  unfair  trade  practices  not  covered  by  the 
WTO. 

The  WTO  benefits  its  members  individually  by  establishing  | 
clearer  multilateral  trading  rules  and  a  more  effective  means  of  en¬ 
forcement.  Its  presence  makes  the  international  trading  system 
more  predictable,  thereby  facilitating  trade  and  the  advantages 
that  derive  from  it. 

Under  U.S.  leadership,  the  industrial  countries  have  also  created 
procedures  to  coordinate  their  bilateral  assistance  to  developing 
countries.  The  primary  mechanism  for  this  coordination  is  the  De¬ 
velopment  Assistance  Committee  (DAC),  run  under  the  auspices  of 
the  Organization  for  Economic  Cooperation  and  Development 
(OECD),  whose  members  include  most  of  the  world’s  richest  and  a 
growing  number  of  upper-middle-income  countries. 

The  mqjor  industrial  countries  have  developed  some  other,  less 
formal  mechanisms  to  manage  economic  issues.  The  annual  sum¬ 
mit  meetings  of  the  Group  of  Seven  msgor  industrial  economies 
(Canada,  France,  Germany,  Italy,  Japan,  the  United  Kingdom,  and 
the  United  States)  offer  an  opportunity  for  heads  of  government 
and  their  senior  ministers  to  deal  with  issues  of  mutual  impor¬ 
tance,  such  as  appropriate  macroeconomic  policies.  The  United  ! 
States  will  host  this  year’s  meeting  in  Denver  in  June.  Group  of 
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Seven  finance  ministers  and  central  bank  governors  also  meet  sev¬ 
eral  times  a  year  to  address  these  issues. 

The  Increasing  Openness  of  Developing  Economies 
Aided  by  policies  that  have  opened  developing-country  maricets, 
^obalization  has  increased  the  involvement  of  developing  countries 
in  world  trade  and  investment  flows.  The  share  of  Uie  developing 
countries  and  today’s  transition  economies  in  world  trade  has  in¬ 
creased  dramatically  over  the  last  30  years.  These  economies  ac¬ 
counted  for  27  percent  of  total  world  exports  in  1965;  by  1995  their 
share  of  a  many-times-larger  world  export  maricet  had  grown  to  33 
percent  (Chart  7-5).  Within  this  growing  share,  that  of  the  Asian 
developing  economies  more  than  doubled,  from  8  percent  to  19  per¬ 
cent  of  total  world  trade;  meanwhile  the  shares  of  the  African  and 
Latin  American  countries  fell  considerably. 

Ctart7-5  SlwrM  of  World  Tiad* 

The  share  of  Asian  developirtg  countries  in  intemalional  trade  has  risen  greatly  since  1960. 
increasing  the  overal  importance  of  developing  countries  in  world  trade. 
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Noto:  Eailani  Europe  inchidM  Sw  (tormw)  SoiM  Union. 
Sourc6:  IniBmcliontI  lilQn6lvy  Fund. 


The  developing  worid’s  strategy  toward  trade  and  development 
has  undergone  a  remarkable  change.  In  the  195()s  and  196()s  many 
developing  countries  adopted  policies  import-substitution  indus¬ 
trialization:  countries  would  build  their  economies  by  making  for 
themselves  the  manufactured  goods  that  they  were  used  to  import¬ 
ing.  Infant-industry  protection  was  a  corollary  to  this  argument, 
combining  protection  of  new  domestic  industries  from  foreign  com- 
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petitors  with  state  support.  The  import  substitution  approach  sel¬ 
dom  succeeded,  however,  in  encouraging  the  development  of  inter¬ 
nationally  competitive  manufactures.  Once  granted  protection, 
firms  tended  to  settle  comfortably  into  home-grown  monopolies 
rather  than  strive  to  duplicate  world  standards  of  technology  and 
productivity. 

In  the  1980s,  engulfed  by  the  debt  crisis,  many  of  these  countries 
responded  at  first  by  further  raising  trade  barriers.  But  as  the  cri¬ 
sis  deepened,  they  were  forced  to  change  direction.  Dismantling  of 
trade  barriers  was  one  of  the  cornerstones  of  the  structural  a4just- 
ment  policies  many  countries  adopted  as  part  of  their  debt-restruc¬ 
turing  packages.  Trade  liberalization  not  only  helped  establish 
powerful,  direct  linkages  between  their  domestic  economies  and  the 
world  system,  but  also  compelled  action  on  other  promised  reforms 
under  the  pressures  of  international  competition.  Meanwhile  gov¬ 
ernments  scaled  back  the  scope  of  their  activities,  privatizing  state 
enterprises  they  had  set  up  in  steel,  chemicals,  and  other  heavy  in¬ 
dustries. 

ACHIEVEMENTS  AND  OPPORTUNITIES 

A  cornerstone  of  this  Administration’s  economic  policies  has  been 
to  position  the  United  States  to  benefit  from  the  global  changes  de¬ 
scribed  above.  The  United  States  has  worked  hard,  through  the  ne¬ 
gotiation  of  bilateral,  regional,  and  multilateral  agreements,  to 
open  foreign  markets  to  American  products.  The  past  4  years  have 
seen  perhaps  the  most  rapid  progress  ever  in  this  area,  including 
the  completion  of  the  North  American  Free  Trade  Agreement 
(NAFTA),  the  conclusion  of  the  Uruguay  Rotmd  of  the  GATT,  and 
over  200  trade  agreements  in  all  (see  Economic  Report  of  the  Presi¬ 
dent  1995  and  1996  for  details  of  some  of  these  agreements).  The 
Nation  has  reaped  huge  benefits  from  these  policies  and  has  expe¬ 
rienced  strong  export  growth,  leading  to  strong  job  and  income 
growth  as  well.  One  of  the  many  economic  successes  of  the  last  4 
years  has  been  a  surge  in  exports,  which  have  grown  by  42  per¬ 
cent — over  $185  billion.  By  one  reckoning,  exports  account  for  al¬ 
most  a  third  of  the  Nation’s  strong  overall  growth.  Exports  are  crit¬ 
ical  to  creating  high-wage,  high-tech  jobs,  because  they  allow  the 
United  States  to  expand  production  in  those  high-productivity  sec¬ 
tors  in  which  we  have  comparative  advantage.  Since  1992,  the 
number  of  high-wage,  export-related  jobs  in  the  U.S.  economy  has 
increased  by  1.5  million.  These  jobs  pay  more — 13  to  16  percent 
more  on  average — ^than  the  average  job. 

Implemented  in  1994,  NAFTA  joins  the  U.S.  and  Canadian 
economies  in  a  free-trade  area  with  that  of  Mexico.  In  the  first  3 
years  since  NAFTA  went  into  effect,  trade  between  the  United 
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States  and  its  NAFTA  partners,  which  are  our  largest  and  third- 
largest  trading  partners,  has  grown  by  about  33  percent.  NAFTA’s 
value  was  proved  during  Mexico’s  1995  financial  crisis.  Despite  the 
extreme  a<yustments  and  the  sharp  economic  contraction  ^t  the 
crisis  forced  upon  Mexico,  the  agreement  ensured  that  Mexico 
would  keep  its  markets  open  to  U.S.  products.  The  result  was  in 
sharp  contrast  to  the  restrictive  policies  that  followed  Mexico’s 
1982  financial  crisis.  In  1996  U.S.  exports  to  Mexico  rose  to  record 
highs.  This  forestalling  of  any  potential  reversion  to  insular  and 
protectionist  policies  also  benefited  Mexico. 

The  United  States  is  actively  pursuing  further  market  opening  in 
the  Western  Hemisphere,  building  on  NAFTA  through  ongoing 
talks  toward  a  Free  Trade  Area  of  the  Americas.  Under  the  pro¬ 
posed  FTAA,  34  Western  Hemisphere  coimtries  will  be  linked  in  a 
free-trade  area  by  2005.  Trade  with  countries  in  this  hemisphere 
(including  Canada  and  Mexico)  accoimted  for  over  $170  billion  in 
U.S.  exports — ^well  over  a  third  of  the  total — ^in  the  first  three  quar¬ 
ters  of  1996.  A  useful  first  step  toward  this  goal  would  be  comple¬ 
tion  of  a  free-trade  agreement  with  Chile. 

The  United  States  is  also  benefiting  from  market  opening  and  ex¬ 
panded  trade  with  the  other  Pacific  Rim  countries.  Progress  within 
the  Asia-Pacific  Economic  Cooperation  forum  has  been  rapid.  At 
the  1996  leaders’  summit  at  Subic  Bay  in  the  Philippines,  the  18 
APEC  members — ^which  include  both  industrial  and  developing 
economies  and  account  for  over  half  of  world  income — committed 
themselves  to  take  the  initial  steps  toward  free  and  open  trade  and 
investment  and  a  free-trade  area  by  2020.  In  addition,  the  Informa¬ 
tion  Technology  Agreement  (ITA),  a  U.S.  initiative  that  would  lib¬ 
eralize  trade  in  semiconductors,  computer  and  telecommunications 
equipment,  and  software  exports,  was  broadly  embraced  by  the 
APEC  nations  at  the  December  summit. 

With  strong  support  within  APEC,  completion  of  the  ITA  was  a 
centerpiece  of  U.S.  efforts  at  the  WTO’s  first  ministerial  meeting, 
held  in  Singapore  a  few  weeks  later.  There  28  countries  endorsed 
the  agreement,  including  almost  all  the  industrial  countries,  sev¬ 
eral  developing  economies  in  East  and  Southeast  Asia,  and  Turkey. 
The  agreement  would  cover  products  accounting  for  some  $500  bU- 
lion  in  annual  world  trade  and  over  $90  billion  in  annual  U.S.  ex¬ 
ports. 

One  of  this  Administration’s  first  initiatives  was  the  establish¬ 
ment  of  the  Trade  Promotion  Coordinating  Committee  (TPCC), 
which  coordinates  government  policies  affecting  U.S.  exports  across 
agencies.  In  September  1993  the  TPCC  imveiled  the  National  Ex¬ 
port  Strategy,  which  laid  out  65  concrete  recommendations  for 
leveraging  export  promotion  resources  and  removing  government- 
imposed  obstacles  to  exporting.  The  Administration  quickly  imple- 
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mented  the  strategy,  which  includes  opening  export  assistance  cen¬ 
ters  around  the  country,  providing  “one-stop  shopping”  for  new  ex¬ 
porters,  leveling  the  playing  field  for  U.S.  companies  by  countering 
the  advocacy  efforts  of  foreign  governments,  and  eliminating  unnec¬ 
essary  export  controls  and  licenses.  The  National  Export  Strategy 
also  includes  specific  initiatives  for  each  of  the  “big  emerging  mar¬ 
kets”. 

As  early  initiatives  are  successfully  implemented,  the  National 
Export  Strategy  continues  to  evolve  through  the  identification  of 
new  areas  and  the  development  of  initiatives  by  the  TPCC.  For  ex¬ 
ample,  the  TPCC  concluded  that  the  use  of  illegitimate  practices 
such  as  bribeiy  was  far  more  widespread  than  previously  known. 
The  TPCC  was  able  to  identify  $11  billion  in  contracts  lost  to  U.S. 
exporters  over  a  2-year  period  because  of  bribery  by  foreign  firms. 
Last  year’s  report  on  the  National  Export  Strategy  contained  a 
blueprint  for  government-wide  action  to  combat  bribery.  And  this 
year  the  TPCC  is  developing  a  strategy  against  the  use  of  product 
standards  as  barriers  to  U.S.  exports. 

At  the  same  time,  the  United  States  has  continued  to  take  steps 
to  ensure  that  globalization  lifts  living  standards  in  all  countries, 
through  a  serious  commitment  to  promoting  labor  standards 
throughout  the  world.  In  its  efforts  within  international  organiza¬ 
tions,  the  Administration  has  sought  to  establish  a  framework  for 
multilateral  discussion  on  how  best  to  promote  core  labor  stand¬ 
ards:  freedom  of  association,  the  right  to  organize  smd  bargain  col¬ 
lectively,  nondiscrimination  in  the  workplace,  prohibition  of  forced 
labor,  and  elimination  of  exploitative  child  labor. 

EXPLAINING  THE  BENEFITS  OF  INTEGRATION 

Virtually  all  economists  agree  that  international  trade  and  eco¬ 
nomic  integration  raise  the  living  standards  of  U.S.  residents  over¬ 
all,  while  also  increasing  economic  well-being  in  other  countries. 
The  benefits  of  international  trade  have  become  increasingly  appar¬ 
ent  as  it  has  fueled  growth  over  recent  years.  When  unemployment 
is  significant,  as  it  was  in  1993,  an  expansion  of  exports  raises  de¬ 
mand  for  U.S.  goods  and  services  and  therefore  increases  employ¬ 
ment.  Even  as  the  economy  approaches  full  employment,  the  bene¬ 
fits  of  trade  continue  to  manifest  themselves  in  the  form  of  higher 
incomes,  and  continue  to  influence  the  pattern  of  job  creation  and 
change. 

The  effects  of  trade  opening  are  similar  to  a  major  technological 
innovation:  both  may  require  economic  restructuring.  It  is  also 
widely  acknowledged  that  some  companies  and  workers  may  be 
hurt  by  the  opening  of  markets  as  they  adjust  to  increased  foreign 
competition.  The  U.S.  Government  undertakes  various  measures  to 
assist  workers  and  companies  ii^jured  by  trade  (Box  7-1).  Moreover 
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the  core  of  this  Administration’s  education  policies  is  to  ensure  that 
all  Americans  have  the  tools  they  need  to  compete  and  succeed  in 
the  international  economy. 


Box  7<1. — Trade  Adjustment  Measures 

Government  programs  such  as  the  transitional  adjustment  assis¬ 
tance  (TAA)  help  workers  adversely  affected  by  trade  retrain  and 
take  advantage  of  the  economic  opportunities  trade  offers.  The 
NAFTA-TAA  program  provides  a  short-term  safety  net  in  the  form 
of  an  adjustment  allowance  for  workers  who  suffer  from  a  shift  of 
production  to  or  increased  imports  from  Mexico  or  Canada  (whether 
or  not  related  to  NAFTA);  it  also  provides  employment  services  and 
training  to  help  them  acquire  the  skills  they  need  to  enter  new  jobs. 
In  fiscal  year  1995,  over  2,000  workers  entered  tratniiig  under  this 
program,  and  almost  1 ,400  began  receiving  adjustment  allowances. 
Also  important  to  adjustment  is  the  phasing  in  of  trade  liberaliza¬ 
tion  over  time.  Changing  the  rules  gradually  gives  import-compet¬ 
ing  industries  time  to  adjust  to  new  competition.  However,  such  de¬ 
lays  must  not  become  a  device  to  postpone  agreed  liberalizations 
indefinitely. 


Are  trade  deficits  a  source  of  concern?  As  last  year’s  Economic 
Report  of  the  President  emphasized,  trade  deficits  and  surpluses 
are  primarily  determined  by  macroeconomic  factors,  in  particular 
the  balance  between  domestic  saving  and  investment.  Trade  bar¬ 
riers  have  little  lasting  influence  on  the  Nation’s  overall  trade  bal¬ 
ance,  although  they  may  have  marked  effects  on  bilateral  deficits, 
and  they  do  affect  the  extent  to  which  cormtries  can  reap  the  bene¬ 
fits  of  trade.  It  is  even  an  oversimplification  to  think  that  deficits 
are  necessarily  bad,  and  surpluses  necessarily  good.  A  current  ac- 
coimt  deficit  merely  means  that  a  country  is,  on  balance,  borrowing 
firom  the  rest  of  the  world;  a  surplus  means  it  is  a  net  lender  to 
the  world.  Whether  such  borrowing  or  lending  is  proper  depends, 
as  it  would  for  any  individual  or  company,  on  what  the  borrowing 
is  used  for  or  why  the  country  is  lending. 

The  United  States  has  run  trade  and  current  accoimt  deficits 
eveiy  year  since  1982.  In  the  1980s  these  deficits  were  a  red  flag 
that  the  United  States  was  failing  to  save  enough.  The  budget  defi¬ 
cits  run  up  during  those  years  generated  vast  government  dissav¬ 
ing:  the  economy  was  living  beyond  its  means.  In  the  last  4  years, 
however,  this  Administration  has  successfully  worked  with  the 
Congress  to  reduce  the  government  budget  deficit  and  increase  na¬ 
tional  saving.  Nonetheless,  trade  deficits  have  persisted,  althou^ 
they  are  much  smaller  in  proportion  to  GDP  than  in  the  peak  years 
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of  the  1980s.  But  in  contrast  to  the  surge  in  the  trade  deficit  in  the 
1980s,  this  most  recent  increase  appears  to  be  financing  a  surge  in 
U.S.  investment,  particularly  in  business  equipment.  The  implica¬ 
tion  is  that  the  improving  economy  will  continue  to  grow  and  will 
generate  the  resources  necessary  to  repay  our  net  borrowing  from 
the  rest  of  the  world.  (The  national  saving  rate  is  still  low,  how¬ 
ever.  The  most  effective  way  to  raise  it  is  to  continue  efforts  to  re¬ 
duce  the  budget  deficit.) 

Investment,  like  trade,  yields  benefits  to  both  sides  of  the  trans¬ 
action.  Capital  goes  to  those  who  are  best  able  to  make  productive 
use  of  it,  and  the  suppliers  of  that  capital  receive  a  higher  return, 
for  a  given  level  of  risk,  than  they  could  get  elsewhere.  These  mu¬ 
tual  benefits  may  be  particularly  pronounced  in  the  case  of  foreign 
direct  investment  (FDD.  FDI  occiua  when  a  foreign  investor  either 
sets  up  an  enterprise  in  another  country  or  obtains  a  large  enough 
share  in  an  existing  enterprise  to  give  the  investor  effective  influ¬ 
ence  over  its  management.  FDI  benefits  the  countiy  receiving  it  in 
many  ways;  besides  the  funds  themselves,  direct  investors  bring 
managerial,  technical,  and  marketing  know-how,  which  often  spills 
over  to  other  parts  of  the  economy. 

FDI  by  American  companies  can  open  the  way  for  U.S.  exports, 
both  as  inputs  to  foreign  production  and  as  consumer  goods  to  sup¬ 
ply  foreign  demand.  It  also  offers  U.S.  companies  a  toehold  in  for¬ 
eign  markets  from  which  they  can  further  expand  sales.  In  many 
cases,  investment  in  distribution  and  other  essential  services  in¬ 
creases  a  supplier’s  ability  to  export  into  a  market.  Trade  between 
firms  and  their  foreign  affiliates  (intrafirm  trade)  can  be  an  effi¬ 
cient  means  of  international  trade,  particularly  when  problems  of 
imperfect  information  exist.  Over  a  third  of  U.S.  exports  and  two- 
fifths  of  U.S.  imports  are  estimated  to  be  intrafirm.  Worldwide, 
about  a  third  of  trade  is  intraflrm  trade. 

In  short,  whatever  the  short-run  effects  on  the  economy  and  the 
trade  deficit,  over  longer  periods  increased  globalization  increases 
incomes  both  in  the  United  States  and  abroad.  Globalization  pro¬ 
duces  greater  gains  from  trade,  through  specialization  according  to 
comparative  advantage  and  through  realization  of  scale  economies 
in  production.  And  by  allowing  capital  to  flow  across  borders,  it 
lowers  the  cost  of  financing  investment  in  the  recipient  countiy, 
and  increases  the  return  to  saving  and  allows  for  portfolio  diver¬ 
sification  in  the  country  providing  the  funds. 

U.S.  POLICY  ON  TRADE  WITH  DEVELOPING 
COUNTRIES 

Much  of  our  strong  recent  export  growth  is  due  to  demand  from 
developing  countries.  During  the  1990s  U.S.  exports  to  other  indus¬ 
trial  countries  have  grown  at  a  satisfying  rate  of  5  percent  per  year 
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in  real  terms — but  U.S.  exports  to  developing  countries  have  grown 
at  almost  twice  that  rate  (Chart  7-6).  U.S.  exports  to  Latin  Amer¬ 
ica  have  been  particularly  strong,  rising  from  0.9  percent  of  U.S. 
GDP  in  1990  to  1.4  percent  in  the  first  three  quarters  of  1996.  Ex¬ 
ports  to  other  developing  and  transition  economies  rose  from  1.6 
percent  to  2.2  percent  of  GDP. 

Chart  7-6  U.S.  Exports  of  Goods  by  Destination 

U.S.  6xp(^  to  developing  countries  have  grown  faster  than  exports  to  markets 

in  industrialized  countries. 
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Note:  Data  for  1996  are  estimated  using  12  months  of  data  ending  in  November. 

Source:  Department  of  Commerce. 

The  United  States  is  committed  to  encouraging  the  involvement 
and  integration  of  developing  countries  in  the  global  trading  sys¬ 
tem.  To  this  end,  a  number  of  policies  have  been  put  in  place  that 
not  only  benefit  U.S.  consumers,  but  also  provide  special  encour¬ 
agement  for  developing  countries  to  expand  and  diversify  their  ex¬ 
ports.  By  encouraging  openness  and  economic  growth,  our  policies 
also  promote  democracy  and  stability. 

One  of  the  main  U.S.  programs  for  promoting  trade  with  develop¬ 
ing  countries  is  the  Generalized  System  of  Preferences  (GSP). 
Under  the  GSP,  instituted  in  1976,  roughly  4,600  products  from 
148  beneficiary  countries  and  territories  are  eligible  for  duty-free 
entry  into  the  United  States.  In  1995  the  United  States  imported 
$18.3  billion  in  duty-free  goods  under  the  program,  accounting  for 
16  percent  of  total  U.S.  imports  from  GSP  beneficiaries.  Over  two- 
thirds  of  all  GSP  imports  in  that  year  originated  in  six  countries: 
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Brazil,  India,  Indonesia,  Malaysia,  the  Philippines,  and  Thailand. 
As  countries  develop  they  are  graduated  from  the  program,  to  allow 
lower  income  countries  to  take  better  advantage  of  available  pref¬ 
erences.  (Malaysia,  for  example,  graduated  January  1,  1997.)  The 
President  intends  to  seek  a  renewal  of  the  GSP  arrangement  be¬ 
yond  its  presently  scheduled  expiration  in  May  1997. 

Implemented  in  1984,  the  Caribbean  Basin  Economic  Recovery 
Act  provides  preferential  access  to  the  U.S.  market  for  24  Carib¬ 
bean  cotmtries  and  territories.  In  1991  the  United  States  imple¬ 
mented  a  similar  program  under  the  Andean  Trade  Preferences  Act 
for  four  South  American  countries.  This  program  is  a  centerpiece 
of  U.S.  efforts  to  encourage  these  coxmtries  to  reduce  their  produc¬ 
tion  and  exports  of  cocaine.  These  two  programs  help  support 
growth  and  development  in  some  of  the  hemisphere’s  less  devel¬ 
oped  nations,  which  in  turn  have  become  better  customers  for  U.S. 
products. 

PATTERNS  OF  FOREIGN  INVESTMENT  IN 
DEVELOPING  AND  TRANSITION  ECONOMIES 

Developing  countries  tend  to  be  importers  of  capital:  their  invest¬ 
ment  needs  are  massive  and  the  potential  returns  large.  But  in  the 
1980s,  as  already  noted,  the  debt  crisis  reduced  and  in  some  cases 
reversed  the  net  flow  of  capital  into  these  countries.  At  the  same 
time,  relatively  large  public  sector  deficits  in  the  high-income  coun¬ 
tries  absorbed  private  saving,  increasing  competition  for  inter¬ 
national  investment  funds. 

During  the  1990s,  private  investment  in  developing  countries  has 
imdergone  a  marked  revival.  Those  that  have  restored  economic 
and  political  stability  have  been  rewarded  with  greatly  increased 
access  to  international  capital.  The  significant  and  continuing  re¬ 
structuring  of  developing  coimtries’  external  public  debt  has  greatly 
aided  their  mobilization  of  external  private  capital,  by  lowering  the 
risk  perceived  by  investors.  Long-term  net  private  capital  flows  to 
developing  countries  have  nearly  quadrupled  in  the  1990s,  reaching 
$167  billion  in  1995  (Chart  7-7).  Most  of  this  growth  occurred  in 
East  Asia  and  the  PaciHc,  where  net  resource  flows  rose  from  $35 
billion  in  1991  to  over  $100  billion  in  1995.  Flows  to  Eastern  Eu¬ 
rope  rose  sharply,  too,  from  $6  billion  in  1992  to  $24  billion  in 
1995. 

International  private  capital  flows  take  three  forms:  FDI,  port¬ 
folio  investment  in  securities,  and  bank  lending.  FDI  in  developing 
countries  has  grown  without  interruption  over  the  last  decade.  Cu¬ 
mulative  FDI  flows  during  the  1990-95  period  totaled  $345  billion. 
Developing  countries’  share  of  global  FDI  has  risen  rapidly,  from 
12  percent  in  1990  to  38  percent  in  1995.  But  the  bulk  of  FDI  into 
developing  countries  has  gone  to  a  small  number  of  covmtries.  In 
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Chart  7-7  Nat  Capital  Flows  to  Davaloping  Countries 

Led  by  large  increases  in  foreign  direct  investment  and  portfolio  equity  investment, 
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1994,  Indonesia,  Malaysia,  and  Mexico  accounted  for  almost  60  per¬ 
cent  of  total  FDI  flows  into  developing  countries  (excluding  the 
transition  economies).  East  Asia  has  done  relatively  well  this  dec¬ 
ade  in  attracting  FDI,  while  the  share  of  FDI  going  to  Latin  Amer¬ 
ica  has  declined. 

Only  6  years  ago,  less  than  one-quarter  of  the  stock  of  U.S.  out¬ 
ward  FDI  was  in  the  world’s  poorer  coimtries,  a  smaller  share  than 
in  1970  (Chart  7-8).  Since  1990,  however,  in  keeping  with  the  gen¬ 
eral  trend  of  global  capital  flows  discussed  above,  U.S.  investment 
in  emerging  markets  has  boomed.  The  stock  of  U.S.  investment  in 
these  economies  increased  to  27  percent  of  all  U.S.  external  invest¬ 
ment.  While  total  U.S.  investment  abroad  rose  65  percent  between 
1990  and  1995,  investment  in  developing  countries  nearly  doubled. 

The  surge  in  FDI  in  the  1990s  may  have  resulted  in  part  from 
the  improvements  in  the  economic  structure  of  developing  countries 
already  mentioned.  Economic  stabilization  and  reforms  that  have 
reduced  external  indebtedness  and  lowered  the  risk  of  balance  of 
payments  crises  have  also  reduced  transfer  risk — ^the  danger  that 
host  countries  would  block  the  remittance  of  earnings  to  the  parent 
companies.  In  addition,  reform  of  legal  and  regulatory  regimes  and 
the  adoption  of  outward-oriented  economic  policies  have  probably 
reduced  other  risks  perceived  by  foreign  investors. 
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Chart  7-8  Stock  of  U.8.  Direct  Invaatmant  Abroad 

Imrestment  of  U.S.  companies  in  developing  countries  is  stiR  well  below  the  stock  of  U.S.  direct 
investment  in  other  industrialized  countries,  but  it  has  increased  rapidly  in  the  1990s. 
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Portfolio  investment — ^the  acquisition  of  bonds  or  corporate  equity 
in  the  absence  of  a  significant  ownership  stake  in  the  enterprise— 
has  grown  dramatically.  Portfolio  investment  gives  Arms  that  are 
already  up  and  running  the  extra  Anance  they  need  to  increase 
performance.  Portfolio  equity  Aows  to  developing  coimtries  have 
been  highly  volatile.  After  increasing  12-fold  during  1990-93,  they 
fell  23  percent  in  1994  and  another  37  percent  in  1995,  to  $22  bil¬ 
lion.  The  sharp  drop  in  1994-95  was  partly  a  reaction  to  events 
surrounding  the  Mexican  crisis.  It  also  reAected  higher  U.S.  and 
European  interest  rates  and  concerns  about  possible  overheating  in 
some  Asian  economies. 

Corporate  bond  Aows  have  grown  more  steadily,  from  $3  billion 
at  the  beginning  of  the  decade  to  $34  billion  in  1995.  In  keeping 
with  their  rapid  growth  and  history  of  macroeconomic  stability. 
East  Asian  borrowers  eqjoyed  maturities  three  times  longer  than 
those  of  Latin  American  borrowers.  Average  spreads  (differences  in 
interest  rates)  over  government  bonds  in  the  United  States  and 
other  mqjor  industrial  countries  were  one-half  of  those  for  Latin 
American  debt. 

Finally,  commercial  bank  lending  has  been  highly  volatile,  jump¬ 
ing  from  less  than  $2  billion  in  1990  to  nearly  $14  billion  in  1993, 
then  reversing  course  to  a  $5  billion  net  outAow  the  following  year. 
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By  1995,  commercial  bank  debt  inflows  in  developing  countries  had 
risen  again  to  $17  billion. 

OTHER  ASPECTS  OF  U.S.  POLICY  TOWARD 
EMERGING  MARKET  ECONOMIES 

The  U.S.  economy  no  longer  dominates  the  world  economy  by  its 
sheer  size,  but  even  so  the  United  States  carries  a  disproportionate 
weight  in  world  economic  affairs.  We  are  looked  to  for  leadership 
in  part  because  our  economy  remains  the  largest  in  the  world,  and 
in  part  because  we  are  the  sole  remaining  superpower.  How  do  we 
intend  to  exercise  that  leadership?  Among  the  most  important  ob¬ 
jectives  of  U.S.  economic  poli<7  are  to  ensure  that  the  United 
States  itself  benefits  fully  from  the  integration  of  these  emerging 
markets  into  a  globalized  economy;  to  guarantee  that  the  former 
Communist  countries  make  a  successful  transition  to  the  market 
and  become  integrated  into  the  international  trading  system;  and 
to  help  developing  coimtries  in  their  quest  for  growth  and  develop¬ 
ment,  by  fostering  both  their  economic  institutions  and  their 
human  resources. 

INTEGRATING  THE  TRANSITION  ECONOMIES  INTO 
THE  WORLD  ECONOMIC  SYSTEM 

One  way  in  which  the  United  States  has  led  the  pursmt  of  these 
objectives  has  been  by  promoting  an  international  economic  system 
that  reflects  our  values  of  openness,  competition,  and  private  enter¬ 
prise.  A  key  challenge  in  this  regard,  as  already  noted,  is  to  ensure 
that  economies  that  are  newly  embracing  these  values  undertake 
reforms  and  are  assisted  in  integrating  into  this  system.  This  will 
ensure  that  these  emerging  economies  have  a  stake  in  preserving 
the  system  that  U.S.  leadership  has  helped  create.  History  teaches 
that  outcasts  can  make  trouble. 

The  task  of  transition  is  daunting,  especially  in  the  newly  inde¬ 
pendent  republics  of  the  former  Soviet  Union,  where  Communism 
had  its  deepest  roots.  By  far  the  most  important  element  of  a  suc¬ 
cessful  transition  is  market-oriented  economic  and  political  re¬ 
forms.  In  addition,  these  countries  will  need  generous  support  from 
the  established  market  economies  through  the  international  finan¬ 
cial  institutions,  as  well  as  private  investment.  Foreign  assistance 
can  help  encourage  the  development  of  the  political  and  social  in¬ 
stitutions  that  will  allow  markets  and  democratic  principles  to 
flourish  in  the  countries  of  the  former  Soviet  bloc.  The  United 
States  has  led  efforts  here:  it  has  provided  direct  assistance  to 
these  coimtries  (as  discussed  below)  and  has  worked  within  the 
IMF  and  the  World  Bank  to  assist  the  transition.  In  particular,  the 
United  States  has  strongly  supported  a  mqjor  focus  of  the  inter- 
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national  financial  institutions  on  building  a  foundation  for  market- 
driven  growth  through  the  sale  of  state-owned  enterprises,  sweep¬ 
ing  legal  and  regulatory  reform,  financial  sector  modernization,  and 
comprehensive  redesign  of  social  safety  nets. 

If  these  countries  are  to  benefit  fully  from  their  conversion  to 
market  economics,  they  must  also  be  able  to  put  their  comparative 
advantage  to  work.  Just  as  it  is  also  in  the  best  interests  of  the 
transition  economies  to  play  by  the  rules  of  the  international  mar¬ 
ketplace,  so  too  is  it  in  the  best  interests  of  the  established  indus¬ 
trial  economies  to  apply  the  trading  rules  fairly  to  the  economies 
in  transition.  The  markets  of  the  established  industrial  economies 
must  remain  open  to  trade  and  investment  opportunities  with  the 
transition  economies.  Consumers — ^as  well  as  producers  buying  in¬ 
puts — ^will  gain  from  lower  prices,  and  other  producers  will  gain 
from  exporting  back  to  these  new  market  economies  and  from  in¬ 
creased  opportunities  for  investment.  In  addition,  all  peoples  will 
benefit  from  a  more  stable  world  as  the  transition  economies  suc¬ 
cessfully  leave  their  Communist  past  behind. 

Russia  and  the  United  States  have  rapidly  deepened  relations 
since  Russia  reemerged  as  an  independent  state  at  the  end  of  the 
Cold  War.  At  a  series  of  meetings  in  Vancouver,  Tokyo,  Moscow, 
and  Washington,  the  President  and  his  Russian  coimterpart  laid 
the  basis  for  a  lasting  U.S.-Russian  partnership.  In  the  economic 
sphere,  a  conunission  headed  by  the  Vice  President  and  the  Rus¬ 
sian  Prime  Minister  has  worked  to  advance  bilateral  cooperation 
through  eight  working  committees  covering  health,  space,  energy 
policy,  agribusiness,  defense  conversion,  business  development,  the 
environment,  and  science  and  technology.  The  commission  last  met 
in  Moscow  in  July  1996  and  is  scheduled  to  meet  in  Washington 
in  February  1997.  In  the  area  of  trade,  a  Partnership  for  Economic 
Cooperation,  signed  by  the  two  presidents  at  their  September  1994 
summit  in  Washington,  serves  as  a  framework  for  reducing  bar¬ 
riers  to  expanded  economic  cooperation.  A  number  of  U.S.  agen¬ 
cies — ^in  particular,  the  Overseas  Private  Investment  Corporation, 
the  Export-Import  Bank,  the  Trade  and  Development  Agency,  and 
the  Department  of  Commerce — ^have  programs  in  place  aimed  at  fa¬ 
cilitating  trade  and  investment  in  Russia.  The  United  States  is  also 
actively  supporting  the  transformation  of  Russia  from  a  centrally 
planned  to  a  market  economy.  Since  1992  the  U.S.  Agency  for 
International  Development  (USAID),  which  coordinates  U.S.  bilat¬ 
eral  foreign  development  assistance,  has  devoted  approximately  $2 
billion  in  assistance  under  the  Freedom  Support  Act  to  helping 
Russia  develop  democratic  and  market  institutions. 

Meanwhile  significant  developments  in  the  security  sphere  have 
reduced  the  threat  of  military  confrontation  in  the  post-Cold  War 
era,  while  also  providing  economic  benefits  for  the  United  States. 
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Most  recently,  Russia  and  the  United  States  signed  an  agreement 
that  ¥dll  transfer  substantial  amounts  of  Russia’s  supplies  of  hi|^- 
ly  enriched  uranium  from  Russian  warheads  to  U.S.  energy  facili¬ 
ties — a  real-life  example  of  tiuming  swords  into  plowshanss.  The 
Administration  has  been  working  to  develop  institutional  arrange¬ 
ments  to  ensure  that  these  mutually  advantageous  transactions,  an 
effective  part  of  our  policy  to  prevent  nuclear  proliferation,  con¬ 
tinue. 

Both  China  and  Russia  are  currently  negotiating  accession  to  the 
WTO.  Their  successful  integration  into  the  multilateral  trading 
system  requires  that  they  continue  their  maricet  reforms,  agree  to 
provide  mutually  beneficial  access  to  their  markets,  and  abide  by 
mxiltilateral  rules  and  obligations.  Likewise,  by  keeping  open  our 
markets  and  those  of  our  traditional  allies  to  these  new  eomomic 
powers,  we  can  increase  the  stake  th^  have  in  maintaining  the 
international  rules-based  economic  system. 

China  and  the  United  States  t<^ether  account  for  almost  16  per¬ 
cent  of  global  trade  and  30  percent  ci  ^obal  output.  Whether  we 
meet  r^onal  and  global  goals  for  freer  and  more  open  trade — 
among  the  APEC  countries  and  among  all  the  members  d  the 
WTO— depends  in  part  on  the  strength  of  the  bilateral  relatkmship 
between  China  and  the  United  States.  Recognizing  this,  the  Ad¬ 
ministration  is  committed  to  pursuing  a  r^^ular  and  intensive  dia¬ 
logue  with  China.  Significant  progress  was  made  with  the  b^in- 
ning  of  a  dialogue  between  China’s  State  Planning  Commission  and 
the  Council  of  Economic  Advisers  in  August  1996.  Progress  contin¬ 
ued  at  the  September  1996  meeting  of  the  Joint  Commission  on 
Commerce  and  Trade,  with  the  establishment  of  a  consultative 
group  on  business  operational  issues  and  with  commitments  to  en¬ 
gage  in  further  discussions  on  export  controls  and  cmnmercial  law. 
In  the  November  1996  session  of  the  U.S.-China  Joint  Economic 
Committee,  China  and  the  United  States  pledged  further  coopera¬ 
tion  in  the  areas  of  customs,  tax  collection,  and  financial  sector  re¬ 
form. 

With  the  end  of  the  Cold  War,  an  important  rationale  fmr  foreign 
aid — to  cement  alliances  with  the  world’s  poorer  countries  against 
the  threat  of  Communism — ^has  disappear^.  But  there  are  other 
important  rationales.  Beginning  with  the  Marshall  Plan  after 
World  War  U,  foreign  assistance  has  been  part  d  a  broad  effort  by 
the  United  States  and  the  other  industrial  democracies  to  foster  a 
worid  order  based  on  freedom,  prosperity,  and  stability.  In  an  in¬ 
creasingly  interdependent  world,  these  ideals  retain  enormous  rel¬ 
evance. 

Some  foreign  aid  is  purely  an  expression  of  our  sense  d  human¬ 
ity:  Americans  find  it  difficult  to  turn  their  backs  on  children  starv¬ 
ing  during  a  famine  or  left  homeless  after  an  earthquake.  But  just 
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as  we  believe,  as  a  matter  of  domestic  policy,  that  it  is  better  to 
extend  a  helping  hand  up  than  a  handout,  so  we  believe  it  is  better 
to  create  the  economic  conditions  that  will  enable  countries  abroad 
to  stand  on  their  own  feet. 

For  half  a  century  the  United  States  has  used  its  international 
influence  to  spread  democratic  and  market  institutions.  U.S.  higher 
education  has  also  promoted  markets  and  democracy  overseas  (Box 
7-2).  Aid.  although  much  less  important  than  trade  economically, 
is  nevertheless  an  essential  instrument  by  which  the  United  States 
and  the  other  industrial  democracies  help  less  developed  economies 
become  stronger  and  more  self-reliant.  We  also  believe — and  not 
without  evidence — that  countries  with  higher  living  standards  are 
likely  to  be  politically  more  stable,  especially  when  improvements 
in  living  standards  are  spread  widely  within  a  population.  By  con¬ 
tributing  to  the  world’s  political  stability,  these  improvements  in 
living  standards  contribute  to  America’s  security. 

Box  7-2. — How  Educating  Foreign  Students  Promotes  Markets 
and  Democracy 

The  United  States  has  clear  comparative  advantage  in  higher  edu¬ 
cation.  Many  foreign  students,  especially  from  developing  countries, 
come  TO  America  to  study  for  college  and  graduate  degrees.  Their 
spending  on  tuition  counts  as  U.S.  exports  of  educational  services 
and  rivals  U.S.  exports  of  corn  or  wheat,  our  two  largest  agricul¬ 
tural  exports.  When  these  students  return  home,  they  take  with  them 
an  appreciation  of  the  benefits  of  an  open  society  and  an  open  eco¬ 
nomic  system.  The  U.S.  system  of  higher  education  has  done  much 
to  spread  our  values  throughout  the  world,  including  our  belief  in 
democracy  and  the  market  system. 

This  phenomenon  is  particularly  evident  with  respect  to  Latin 
America.  Many  Latin  Americans  have  come  to  the  United  States  to 
study  for  graduate  degrees  in  economics  or  public  policy,  and  many 
have  entered  government  service  on  returning  home.  The  last  two 
presidents  of  Mexico  and  the  finance  ministers  of  Argentina,  Brazil, 
Chile,  and  Mexico,  for  example,  all  received  doctorates  in  econom¬ 
ics  from  U.S.  universities.  Partly  because  of  their  leadership,  Latin 
America  has  embraced  market-oriented  economic  policies. 

This  is  one  example  of  how  the  United  States  itself  benefits  from 
aid  given  to  others.  But  we  realize  important  economic  benefits  as 
well.  When  our  aid  helps  countries  grow,  we  benefit  from  increased 
exports.  For  example,  20  countries  have  achieved  a  suffleient  level 
of  development  to  graduate  from  lending  programs  of  the  Inter- 
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as  we  believe,  as  a  matter  of  domestic  policy,  that  it  is  better  to 
extend  a  helping  hand  up  than  a  handout,  so  we  believe  it  is  better 
to  create  the  economic  conditions  that  will  enable  countries  abroad 
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and  the  other  industrial  democracies  help  less  developed  economies 
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likely  to  be  politically  more  stable,  especially  when  improvements 
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tributing  to  the  world’s  political  stability,  these  improvements  in 
living  standards  contribute  to  America’s  security. 
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study  for  graduate  degrees  in  economics  or  public  policy,  and  many 
have  entered  government  service  on  returning  home.  The  last  two 
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ics  from  U.S.  universities.  Partly  because  of  their  leadership,  Latin 
America  has  embraced  market-oriented  economic  policies. 


This  is  one  example  of  how  the  United  States  itself  benefits  from 
aid  given  to  others.  But  we  realize  important  economic  benefits  as 
well.  When  our  aid  helps  countries  grow,  we  benefit  from  increased 
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national  Development  Association  (the  World  Bank  affiliate  that 
lends  to  the  poorest  countries  on  a  concessional  basis).  These  coun¬ 
tries  bought  $61  billion  in  U.S.  exports  in  1995,  or  6.3  percent  of 
our  total  exports.  And  by  deepening  our  economic  relationship  with 
developing  countries  through  aid,  we  also  make  it  more  likely  that 
they  will  turn  to  U.S.  firms  for  products  in  the  future.  More  broad¬ 
ly,  U.S.  assistance  in  setting  up  legal  and  commercial  institutions 
in  developing  countries  leads  to  foreign  business  environments  that 
are  transparent,  open,  and  predictable.  This  makes  it  easier  for 
U.S.  exporters  and  investors  to  operate  in  these  markets.  Famili¬ 
arity  breeds  trade. 

How  developing  countries  treat  their  environment  is  increasingly 
relevant  to  Americans.  The  decimation  of  a  rainforest,  or  the  use 
of  inefficient  coal-buming  power  plants,  may  affect  the  climate  of 
the  entire  globe.  The  explosion  at  Chernobyl  brought  home  force¬ 
fully  that  badly  designed  nuclear  reactors  in  one  country  can  have 
far-ranging  effects.  We  all  share  the  same  planet.  But  poor  coun¬ 
tries  may  have  difficulty  raising  the  resources  to  do  what  is  nec¬ 
essary  to  help  preserve  the  global  commons.  Financial  aid  is  one 
way  we  can  pursue  these  objectives. 

To  respond  to  these  varied  rationales,  USAID  has  spelled  out  five 
goals  for  its  work:  encouraging  broad-based  growth,  protecting  the 
environment,  building  democracy,  helping  to  stabilize  world  popu¬ 
lation  growth,  and  providing  relief  through  humanitarian  assist¬ 
ance.  The  web  of  international  institutions  created  under  U.S.  lead¬ 
ership  also  plays  a  key  role.  The  World  Bank,  together  with  the 
several  regional  development  banks,  lend  on  both  a  concessional 
and  a  nonconcessional  basis,  depending  on  the  income  of  the  bor¬ 
rowing  country.  Other  international  organizations  also  provide 
lending  and  technical  assistance.  The  United  States  contributes  to 
the  capital  of  these  institutions  and  to  their  special  concessional 
lending  funds,  but  the  impact  of  these  institutions  is  many  times 
the  level  of  U.S.  contributions.  They  therefore  provide  an  efficient 
means  for  the  United  States  to  leverage  its  international  leader¬ 
ship. 

A  Brief  History  of  Aid 

The  targets  and  strategies  of  foreign  assistance  have  undergone 
a  steady  evolution  since  the  end  of  World  War  II.  Immediate  post¬ 
war  assistance  was  focused  on  countries  hard  hit  by  the  war.  The 
Marshall  Plan  channeled  assistance  to  Western  Europe  on  a  vast 
scale,  to  promote  economic  recovery  while  preserving  social  stabil¬ 
ity  and  democracy.  In  the  Marshall  Plan  years  of  1949-52  the 
United  States  gave  $18.6  billion  in  aid,  equivalent  to  1.5  percent 
of  our  gross  national  product  (GNP)  in  those  years.  As  a  percentage 
of  our  output,  the  aid  we  send  overseas  today  is  far  smaller  than 
it  was  then. 


The  United  States  and  the  other  industrial  countries  provided 
relatively  little  assistance  to  what  are  now  the  developing  countries 
before  the  early  1960s,  and  what  was  offered  usually  came  in  the 
form  of  specific  technical  assistance.  It  was  widely  assumed  that 
the  income  gap  between  these  countries  and  ours  would  close  over 
time,  without  much  special  effort  on  our  part.  In  addition,  many  of 
what  are  now  high-income  countries  were  still  well  behind  the 
United  States,  so  that  concern  was  not  focused  exclusively  on  the 
developing  world. 

In  the  early  1960s,  under  the  leadership  of  President  Kennedy, 
the  United  States  greatly  increased  the  resources  devoted  to  assist¬ 
ing  developing  countries.  U.S.  foreign  economic  assistance  rose 
from  $13  billion  in  1958  (in  1996  dollars)  to  $22  billion  by  1962. 
The  United  States  accounted  for  the  great  biilk  of  official  develop¬ 
ment  assistance  throughout  the  1960s.  Apart  from  providing  direct 
assistance  ourselves,  the  United  States  also  led  efforts  to  coordi¬ 
nate  bilateral  assistance  from  other  countries.  In  1961  the  DAC, 
the  primaiy  mechanism  for  coordinating  aid  among  the  OECD 
countries  (see  above),  was  established.  The  United  States  also  led 
the  way  in  providing  development  assistance  and  nonconcessional 
development  Hnance  through  the  multilateral  development  banks. 
The  IDA  was  organized  in  1960  to  provide  concessional  financing 
to  the  poorest  countries.  The  first  two  regional  development  banks, 
the  Asian  Development  Bank  and  the  Inter-American  Development 
Bank,  began  operations  in  the  1960s,  with  the  United  States  as  a 
founding  member  of  both. 

U.S.  development  assistance  has  contributed  to  many  successes 
since  the  1960s.  Some  of  the  world’s  fastest-growing  countries 
today  have  been  migor  recipients.  Targeted  programs  have 
achieved  particular  success.  During  the  1960s  and  1970s,  for  exam¬ 
ple,  USAID  assistance  to  India  for  higher  education  and  agricul¬ 
tural  research  was  instrumental  in  the  rapid  growth  in  cereal  pro¬ 
duction  in  that  country — the  so-called  Green  Revolution.  In  various 
countries,  USAID  programs  have  helped  reduce  infant  mortality 
and  population  growth  rates  and  improved  basic  education  pro¬ 
grams. 

Over  time,  the  intellectual  focus  of  development  assistance 
changed.  By  the  early  1960s  it  was  clear  that  most  developing 
countries  were  not  catching  up  with  the  United  States  as  fast  as 
Western  Europe  and  Japan  were.  It  was  assumed  that  a  shortage 
of  investment  resources  was  behind  this  lack  of  growth.  Long-term 
growth  models  developed  in  the  1950s  posited  a  direct  relationship 
between  a  countiys  investment  level  and  growth  of  its  GDP.  Coun¬ 
tries  \mable  to  generate  enough  resources  to  fund  high  investment 
levels  would  fail  to  generate  rapid  growth.  The  role  of  aid  was  to 
alleviate  bottlenecks  to  growth,  by  filling  the  gap  between  the  de- 
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sired  level  of  investment  and  the  saving  and  private  foreign  capital 
available  to  flnance  it.  The  idea  that  resource  transfers  were  an  im¬ 
portant  determinant  of  growth  was  in  keeping  with  our  successful 
experience  with  the  Marshall  Plan. 

In  the  1970s  the  focus  of  assistance  shifted  to  the  direct  allevi¬ 
ation  of  poverty.  Although  rapid  economic  growth  held  the  promise 
of  alleviating  poverty  over  the  long  term,  it  was  feared  that  poverty 
could  actually  worsen  in  the  initial  stages  of  development.  Aid  in¬ 
creasingly  was  allocated  to  projects  directly  designed  to  meet  basic 
needs  of  the  poorest  populations  in  developing  countries.  These  ef¬ 
forts  were  focused  on  measures  targeted  to  population  control, 
health,  education,  and  rural  development. 

The  growth  rates  of  developing  countries  b^an  to  diverge  widely 
in  the  1970s,  with  the  Asian  and  Latin  American  countries  gen¬ 
erally  growing  steadily  and  many  African  countries  beginning  to 
stagnate.  Investment  bottlenecks  were  not  the  only  factor  inhibit¬ 
ing  development.  How  investment  was  used,  and  the  environment 
in  which  it  was  made,  were  also  important.  The  focus  of  develop¬ 
ment  broadened  to  include  the  need  to  develop  agriculture,  exports, 
and  human  resources,  as  well  as  industry  and  infrastructure. 

As  it  became  clear  that  no  simple  causal  relationship  existed  be¬ 
tween  the  quantity  of  assistance,  rates  of  economic  growth,  and 
changes  in  poverty,  the  policy  focus  in  the  1980s  changed  once 
again,  this  time  to  the  influence  of  a  country’s  domestic  economic 
and  social  policies  on  development  and  growth.  The  quantity  of  aid, 
which  had  been  the  focus  of  the  earlier  models,  came  to  be  seen  as 
just  one  of  many  factors  influencing  development.  Aid  was  seen  as 
having  an  impact  on  a  coimtry’s  growth  only  if  sound  domestic  poli¬ 
cies  were  in  place.  Those  concerned  about  poverty  also  focused  on 
the  policy  environment.  Growth  did  not  necessarily  cause  poverty 
to  worsen;  in  fact,  the  East  Asian  experience  showed  that  growth 
was  the  most  effective  antidote  to  poverty  and  that  egalitarian  poli¬ 
cies  could  facilitate  growth. 

This  view  led  to  an  increased  emphasis  on  conditionality:  aid 
would  only  be  given  if  a  country  agreed  to  a  specific  set  of  reforms, 
which  generally  included  fiscal  discipline,  open  capital  and  trade 
flows,  deregulation  and  reform  of  public  enterprises,  the  establish¬ 
ment  of  efficient  banking  systems,  legal  reforms,  and  the  liberaliza¬ 
tion  of  prices,  exchange  rates,  and  interest  rates.  The  IMF  and  the 
World  Bank  led  the  way  in  negotiating  the  structural  adjustment 
programs  that  embodied  these  reforms,  establishing  them  as  a  con¬ 
dition  for  providing  funds  to  developing  countries,  many  of  which 
had  been  hard  hit  by  the  debt  crisis  that  b^an  in  1982.  Several 
empirical  studies  during  this  period  confirmed  that  reforms  of  this 
kind  were  a  necessaiy,  though  not  a  sufficient,  condition  for  eco¬ 
nomic  growth. 


The  United  States’  dominance  in  foreign  assistance  diminished  in 
the  1970s  and  1980s,  as  other  industrial  countries  channeled  in¬ 
creasing  resources  toward  this  purpose,  in  line  with  their  increased 
economic  capacity.  In  the  1950s  and  most  of  the  1960s  the  United 
States  had  accoimted  for  over  half  of  all  official  development  assist¬ 
ance  provided  by  the  market  democracies.  Since  that  time,  other 
industrialized  countries  have  shouldered  an  increased  share  of  the 
burden,  rising  to  55  percent  in  1970,  72  percent  in  1980,  and  88 
percent  in  1995. 

Most  of  the  industrial  countries  have  reduced  their  bilateral  as¬ 
sistance,  and  the  resources  of  the  multilateral  institutions  and  re¬ 
gional  development  banks  are  coming  imder  increased  strain.  The 
end  of  the  Cold  War  has  led  to  an  increased  demand  for  assistance 
to  the  transition  economies  as  well,  stretching  development  re¬ 
sources  ever  thinner.  Political  support  for  development  assistance 
has  eroded,  as  the  need  to  battle  Communism  in  the  developing 
countries  has  virtually  disappeared  and  as  donor-countiy  budgets 
have  been  squeezed.  Yet  the  need  for  development  assistance  has 
continued.  Countries  without  the  social,  economic,  and  political 
bases  for  development,  in  Africa  and  elsewhere,  are  likely  to  be  left 
behind  as  other  developing  countries  experience  rapid  growth. 

Official  development  assistance  from  the  21  DAC  members  has 
declined  by  almost  6  percent  in  real  terms  since  1991  (12  percent 
when  accounting  for  exchange  rate  fluctuations),  to  $59  billion,  or 
only  0.27  percent  of  their  aggregate  GNP  in  1995.  Bilateral  dis¬ 
bursements  accoimted  for  about  two-thirds  of  the  total  in  1995; 
multilateral  sources  provided  the  remainder. 

Patterns  of  U.S.  Aid  Today 

In  1996,  the  Congress  authorized  $6.7  billion  for  foreign  assist¬ 
ance  spending.  That  amounts  to  0.1  percent  of  GDP,  or  a  per  capita 
expenditure  of  $27.  Contrary  to  conventional  wisdom,  evidence  in¬ 
dicates  that  American  public  attitudes  are  sufficiently  supportive  of 
foreign  assistance  to  justify  a  modest  increase  (Box  7-3).  The  Ad¬ 
ministration  has  requested  an  increase  of  10  percent  in  its  budget 
request  for  fiscal  year  1998.  If  approved,  that  would  restore  spend¬ 
ing  to  fiscal  1988  levels  in  real  terms. 

Over  1993-95,  30  percent  of  U.S.  non-military  bilateral  aid  was 
allocated  to  Egypt  and  Israel.  Other  mqjor  allocations  went  to  Ethi¬ 
opia,  Haiti,  India,  Peru,  Russia,  South  Africa,  Turkey,  and 
Ukraine.  The  share  of  U.S.  aid  going  to  the  sub-Saharan  African 
countries  has  grown  in  recent  years,  while  the  share  to  Latin 
America  and  East  and  South  Asia  has  diminished.  A  special  initia¬ 
tive  to  assist  the  transition  to  democrat  in  South  Africa  allocated 
over  $600  million,  to  be  disbursed  over  1995-97.  During  the  1990s 
the  United  States  and  other  donors  have  also  developed  assistance 
programs  for  the  transition  economies.  U.S.  aid  has  supported  a 
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Box  7-3. — Foreign  Aid  and  U.S.  Public  Opinion 

Most  Americans  think  the  U.S.  Government  spends  far  too  much 
on  foreign  aid»  to  the  neglect  of  domestic  needs.  Yet  a  number  of 
surveys  and  polls  have  found  that  this  widespread  attitude  toward 
aid  is  based  on  false  premises.  In  one  survey  the  median  respondent 
guessed  that  the  United  States  provides  40  percent  of  all  aid  to  de¬ 
veloping  countries;  the  true  figure,  according  to  the  OECD,  is  12 
percent.  Likewise,  most  of  those  surveyed  believe  that  the  United 
States  spends  a  larger  percentage  of  its  GDP  on  aid  than  other  in¬ 
dustrial  countries,  whereas  in  fact  we  spend  the  smallest.  Those  sur¬ 
veyed  estimated  that  18  percent  of  the  Federal  budget  goes  to  for¬ 
eign  aid;  the  true  figure  is  well  below  1  percent.  The  median  re¬ 
spondent  (before  being  told  the  actual  level  of  aid)  would  raise  the 
amount  of  aid  provided  to  20  percent  of  all  international  aid  and  5 
percent  of  the  Federal  budget.  Focus  groups  and  polls  have  found 
that  Americans,  in  general,  retain  some  sense  of  moral  obligation  to 
help  those  in  need. 


wide  range  of  projects,  including  privatization  programs  in  the 
Czech  Republic  and  Russia;  legal  reform  in  Kazakstan,  the  Kyrgyz 
Republic,  and  Russia;  public  health  programs  in  Russia  and 
Ulu^ne;  and  humanitarian  assistance  in  Bosnia  and  Herzegovina. 
A  large  portion  of  U.S.  aid  goes  to  social  infrastructure  such  as 
health  and  education;  less  than  6  percent  of  U.S.  bilateral  develop¬ 
ment  assistance  is  spent  on  economic  infrastructure — in  sharp  con¬ 
trast  with  Japan,  which  expends  almost  one  quarter  of  its  aid  on 
the  promotion  of  transport  and  communications  alone.  An  increas¬ 
ing  amount  of  aid  from  the  United  States  and  other  coimtries  is  ab¬ 
sorbed  by  crises  and  humanitarian  relief. 

In  addition  to  providing  bilateral  aid,  the  Administration  strong¬ 
ly  supports  the  international  financial  institutions  which  provide 
multilateral  aid.  In  its  1998  budget  request,  the  Administration 
has  asked  that  funding  for  multilateral  development  banks  be  re¬ 
stored  to  fiscal  1990  levels  of  more  than  $1.4  billion. 

As  already  noted,  in  addition  to  their  regular  nonconcessional 
lending  the  international  financial  institutions  provide  concessional 
financing  for  the  poorest  countries  that  lack  access  to  alternative 
financing.  Funds  for  these  "soft”  loans  come  from  contributions  by 
the  wealthier  countries  and  income  earned  from  past  projects.  The 
World  Bank’s  IDA  remains  the  single  most  important  source  of 
such  funding,  having  approved  an  annual  average  of  $6  billion  in 
concessional  lending  over  the  past  5  years.  It  is  therefore  vitally 
important  that  the  United  States  deliver  in  fvill  on  its  outstanding 
commitments  to  the  IDA.  The  IMFs  Enhanced  Structural  Ac^ust- 
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ment  Facility  (ESAF),  established  in  1987  to  provide  concessional 
financing  to  low-income  countries  experiencing  balance  of  payments 
problems,  has  been  enlarged  to  $15  billion— roughly  double  its 
original  size.  Thus  far,  over  40  coimtries  have  borrowed  from  the 
ESAF;  in  return  for  these  funds  they  agree  to  undertake  3-year 
structural  a4justment  programs.  Recently  the  United  States,  to¬ 
gether  with  the  World  Bank  and  the  IMF,  spearheaded  a  new  ini¬ 
tiative  to  reduce  debt  burdens  for  highly  indebted  low-income  coim- 
tries  (Box  7-4). 

A  FRAMEWORK  FOR  FUTURE  LEADERSHIP 

For  half  a  century  tlie  Cold  War  defined  the  principal  objective 
of  U.S.  international  policies:  contain  Ck>mmunism.  As  we  have 
seen,  with  the  end  of  the  Cold  War  the  United  States  has  had  to 
rethink  its  objectives.  We  can  all  agree  that  the  government  shotild 
seek  to  increase  economic  growth,  raise  living  standards,  protect 
the  environment,  and  enhance  security  in  all  its  dimensions.  But 
in  this  Report  we  have  tried  to  be  more  precise:  What  are  the  spe¬ 
cial  roles  of  the  Federal  Government?  And  how  have  these  roles 
changed  as  the  environment  we  face  has  changed — ^with  the  end  of 
the  Cold  War,  the  emergence  of  new  economic  powers,  and  the 
globalization  of  the  world  economy?  Markets,  individual  respon¬ 
sibility,  community — ^all  are  essential  to  the  society  that  we  have 
created  and  are  creating  still. 

Some  guidance  here  is  provided  by  the  theory  of  international 
public  goods.  Pui«  public  goods  have  two  properties.  First,  they  are 
nonrival  in  consumption.  That  is,  their  consumption  by  one  person 
does  not  diminish  the  benefit  another  person  derives  from  consum¬ 
ing  them.  Another  way  of  putting  this  is  that  the  cost  of  providing 
the  good  to  the  second  person,  given  that  it  has  already  been  pro¬ 
vided  to  the  first,  is  zero.  The  second  feature  of  public  goods  is  that 
they  are  nonexcludable.  That  is,  it  is  difficult  or  impossible  to  pre¬ 
vent  someone  from  ei^joying  the  good,  regardless  of  whether  he  or 
she  has  paid  for  it.  Classic  examples  of  such  goods  are  national  de¬ 
fense  and  basic  scientific  research. 

It  has  long  been  recognized  that  the  market,  if  left  to  itself,  will 
tend  to  underproduce  public  goods.  As  discussed  in  Chapter  6,  this 
creates  a  rationale  for  government  action  to  provide  public  goods 
for  the  benefit  of  the  entire  community.  The  efficient  provision  of 
such  services  is  essential  to  long-term  growth,  and  without  the  gov¬ 
ernment  they  would  be  inefficiently  underproduced. 

Some  public  goods  are  local  in  nature;  they  affect  people  only  in 
a  limited  geographic  area.  Examples  include  police  protection  and 
urban  parks.  Other  public  goods  are  national,  such  as  the  defense 
of  a  country.  Still  other  public  goods  are  international,  benefiting 
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Box  7-4. — Reducing  the  Debt  Burden  of  Developing  Countries 

Heavy  debt  burdens  have  severely  constrained  the  economies  of 
many  developing  countries  for  well  over  a  decade.  At  the  end  of 
1995,  the  total  external  debt  of  developing  countries  was  estimated 
at  over  $2  trillion,  equivalent  to  150  percent  of  their  annual  exports. 
The  debt  burden  varies  dramatically  across  regions:  the  sub-Saharan 
African  countries  faced  an  average  debt-to-exports  ratio  of  270  per¬ 
cent  in  1995,  whereas  in  East  Asia  the  ratio  was  only  83  percent. 
The  successful  reduction  of  commercial  bank  debt  combined  with 
economic  policy  reforms  in  the  first  half  of  the  1990s  has  helped 
launch  many  middle-income  developing  countries  on  a  path  of  sus¬ 
tainable  growth.  For  many  low-income  countries,  however,  debt  re¬ 
mains  a  barrier  to  growth  and  development. 

The  U.S.  Government  has  actively  pursued  several  multilateral 
and  bilateral  initiatives  to  reduce  the  debt  burden  of  the  poorest  de¬ 
veloping  countries.  In  mid-December  1994  the  Paris  Club  of  credi¬ 
tor  countries  (including  the  United  States)  agreed  on  more-gener¬ 
ous  debt  reduction  terms — called  “Naples  terms” — which  would 
lower  the  debts  of  heavily  indebted  poor  countries  by  up  to  67  per¬ 
cent.  During  the  1996  fiscal  year,  the  United  States  entered  into  debt- 
reduction  agreements  with  seven  countries  under  the  Naples  terms. 
In  February  1996  the  Congress  authorized  a  pilot  debt  buyback  and 
swap  initiative  for  lower  income  Latin  American  and  Caribbean  coun¬ 
tries  that  are  actively  engaged  in  economic  reforms,  particularly  in¬ 
vestment  reforms.  Countries  must  also  meet  certain  political  crite¬ 
ria:  they  must  have  democratic  governments  and  not  have  an  egre¬ 
gious  record  in  the  areas  of  human  rights,  narcotics,  and  terrorism. 

The  United  States  has  taken  a  leadership  role  in  developing  the 
newest  multilateral  debt  initiative  with  the  World  Bank,  the  IMF, 
and  the  Paris  Club.  The  Heavily  Indebted  Poorest  Countries  (HIPC) 
debt  initiative  would  enable  heavily  indebted  poor  countries  with  a 
strong  record  of  policy  reform  to  achieve  sustainable  debt  burdens, 
by  offering  them  comprehensive  debt  relief  from  all  creditors,  in¬ 
cluding  the  international  financial  institutions.  The  HIPC  focuses 
on  those  economies  that  adopt  programs  of  adjustment  and  reform 
supported  by  the  IMF  and  World  Bank,  but  still  face  an  unsustain¬ 
able  debt  situation  even  after  the  full  application  of  current  debt- 
relief  measures.  Eligibility  will  be  determined  on  a  case-by-case 
basis. 


people  across  the  globe.  Four  important  types  of  international  pub¬ 
lic  goods  are  international  economic  cooperation,  international 
peace  and  order,  some  forms  of  environmental  protection,  and  basic 
scientific  knowledge.  In  all  these  areas  the  United  States  can  bene¬ 
fit  itself  and  other  countries  by  promoting  international  coopera¬ 
tion. 

INTERNATIONAL  ECONOMIC  COOPERATION 

All  countries  can  benefit  from  economic  cooperation.  But  as  with 
all  public  goods,  countries  have  an  incentive  to  free-ride  on  the  co¬ 
operative  efforts  of  other  countries,  deriving  satisfaction  from  the 
existence  of  public  goods  but  letting  others  bear  the  costs.  They 
also  have  an  incentive  to  take  actions  to  serve  their  own  interests, 
which  may  turn  out  to  be  short-sighted.  Despite  these  inherent  ob¬ 
stacles,  the  United  States  has  led  the  international  community  to 
many  notable  successes  in  economic  cooperation.  One  important 
success  has  been  the  coordination  of  macroeconomic  policies  among 
the  mtgor  industrial  countries  through  the  annual  Group  of  Seven 
summits.  All  nations  gain  from  the  increased  international  macro- 
economic  stability  that  this  coordination  provides.  The  President 
has  also  initiated  separate  labor  summits  among  the  Group  of 
Seven,  to  provide  a  forum  for  collective  exploration  of  how  best  to 
promote  job  creation  and  alleviate  joblessness. 

The  Organization  for  Economic  Cooperation  and  Development 
has  served  as  a  catalyst  for  successful  economic  cooperation.  Within 
the  OECD  the  industrial  countries  discuss  policy  in  a  host  of  areas, 
including  macroeconomic  policy.  Another  OECD  accomplishment 
was  a  1993  agreement  that  established  a  set  of  international  prin¬ 
ciples  for  shipping  policy,  to  promote  a  freely  competitive  environ¬ 
ment  for  shippers  and  prohibit  disciiminatoiy  fees  and  charges 
based  on  port  of  origin.  A  Maritime  Transport  Committee  serves  as 
a  forum  for  dialogue,  consultation,  and  harmonization  of  OECD 
member  policy  in  this  area. 

The  International  Trading  System 

One  of  the  most  important  dimensions  of  international  economic 
cooperation  has  been  the  efforts  led  by  the  United  States  and  its 
partners  to  strengthen  the  international  trading  system.  This  chap¬ 
ter  has  discussed  the  many  benefits  that  accrue  from  this  process. 
The  work  of  expanding  and  reinforcing  this  system  is  ongoing,  how¬ 
ever,  and  there  is  still  much  to  do. 

As  successive  GATT  rounds  have  reduced  tariffs  to  a  small  frac¬ 
tion  of  their  earlier  levels,  an  important  part  of  the  agenda  for 
trade  policy  now  is  the  reduction  of  nontariff  barriers  to  trade. 
Nontariff  barriers  are  more  complicated  than  tariffs  and  more  dif¬ 
ficult  to  eliminate.  Indeed,  many  arise  out  of  the  legitimate  pursuit 
of  domestic  policy  goals,  yet  their  effect  is  to  restrict  imported 
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goods  and  services.  The  fact  that  they  may  serve  or  appear  to  serve 
legitimate  domestic  goals  makes  them  often  hard  to  remove.  For 
example,  although  health  and  safety  standards  usually  serve  Inti¬ 
mate  domestic  purposes,  they  may  be  applied  in  ways  that  dis¬ 
criminate  against  imports.  This  is  particularly  the  case  when  these 
policies  are  not  set  in  a  transparent  and  open  manner. 

Nontariff  barriers  are  also  more  difficult  to  measure.  They  are 
not  easily  expressed  by  a  single  number  like  the  average  tariff  rate. 
Although  limited  progress  has  been  made  in  calculating  tariff 
equivalents  for  some  nontariff  barriers,  much  room  for  improve¬ 
ment  remains. 

The  United  States  and  other  countries  have  made  progress  in  re¬ 
ducing  nontariff  barriers  of  various  kinds.  Some  success  has  been 
achieved  in  the  area  of  product  standards,  which  historically  have 
been  based  on  the  attributes  of  domestically  produced  goods.  Provi¬ 
sions  of  the  WTO  and  NAFTA  require  that  product  standards  have 
a  scientific  rationale;  they  also  promote  the  use  of  internationally 
recognized  standards. 

Another  consequence  of  globalization  is  the  increase  in  cross-bor¬ 
der  competition  within  industries.  Trade  officials  are  concerned 
that  this  competition  be  fair.  Antidiunping  and  countervailing  duty 
laws  are  intended  to  ensure  fair  competition.  Countervailing  duties 
may  be  imposed  when  imported  goo^  benefit  from  subsidies  by  a 
foreign  government  and  u\jure  a  domestic  industry.  The  duties  are 
designed  to  offset  the  subsidies,  restoring  a  level  playing  field  for 
the  injured  domestic  producers.  Antidumping  duties  are  intended 
to  offset  international  price  discrimination  that  causes  iqjuiy  to  a 
domestic  industry.  Both  measures  are  covered  by  WTO  agreements, 
which  authorize  and  set  boundaries  on  the  application  of  the  rules. 

Separate  domestic  laws  also  govern  competition  (antitrust)  pol¬ 
icy.  When  barriers  between  markets  were  high,  these  two  sets  of 
laws,  domestic  and  international,  could  operate  more  or  less  inde¬ 
pendently.  With  globalization  proceeding  apace,  and  with  inter¬ 
national  market  barriers  falling,  the  two  increasingly  overlap,  yet 
they  embody  distinct  criteria.  Competition  promotes  economic  effi¬ 
ciency,  and  the  goal  of  both  sets  of  laws  should  continue  to  be  to 
promote  competition  and  efficiency. 

In  static  trade  theory,  xmder  perfect  competition  U.S.  customers 
may  actually  gain  from  accepting  foreign  subsidies,  which  lower  the 
cost  of  imports.  This  gain  more  than  outweighs  the  loss  to  U.S.  pro¬ 
ducers  harmed  by  the  subsidized  competition,  and  the  winners  can 
in  theory  compensate  the  losers.  However,  dynamic  considerations 
and  imperfect  competition  may  yield  a  different  conclusion.  Govern¬ 
ment  subsidies  may  allow  foreign  Hrms  to  engage  in  predatory  be¬ 
havior,  permanently  altering  strategic  dynamics  in  favor  of  foreign 
firms  and,  in  the  extreme,  driving  U.S.  tirms  out  of  business.  There 


are  questions,  however,  about  the  prevalence  of  circumstances  in 
which  predation  is  likely. 

Subsidy  ‘Srars,”  in  which  governments  compete  for  market  share 
by  offering  subsidies  to  some  of  their  most  promising  firms,  may 
occur.  Such  competition  results  in  excessive  investment  in  the  sub¬ 
sidized  indxistry,  to  the  detriment  of  economic  efficiency  and  wel¬ 
fare.  To  prevent  subsidy  wars  in  shipbuilding,  to  take  one  example, 
the  OECD  coimtries  have  signed  an  agreement  to  curb  subsidies  to 
shipbuilders.  The  President  has  asked  the  Congress  to  ratify  this 
agreement,  which  was  slated  to  go  into  effect  in  1996.  ; 

Protecting  the  Rulee-Baaed  System.  Hie  international  trading  sys-  ‘ 
tern  applies  a  set  of  rules  to  countries’  trading  behavior.  One  of  the  | 
most  important  is  the  requirement  that  countries  not  take  arbi¬ 
trary  measures  such  as  raising  tariffs.  Other  core  rules  include  the  | 
most-favored-nation  principle,  in  which  countries  agree  generally  to  i 
extend  the  same  tariff  rates  to  all  other  countries,  and  national  j 
treatment,  which  requires  countries  to  give  foreign-based  compa-  ? 
nies  treatment  equivalent  to  that  received  by  domestic  companies.  $ 

Eomomic  dislocation  may  result  from  trade  liberalization,  and  | 
the  Federal  Government  is  committed  to  helping  those  adversely  j 
affected,  for  example  throuf^  trade  adjustment  assistance.  Safe-  I 
guard  provisions  in  WTO  agreements  permit  a  variety  of  temporary  | 
measures,  including  increased  duties,  to  allow  an  industry  iiyured 
by  imports  to  adjust  to  the  increased  competition.  I 

WTO  rules  permit  the  use  of  these  measures,  as  well  as  counter-  i 
vailing  duties'  and  antidumping  measures,  under  carefully  cir¬ 
cumscribed  conditions.  As  traditional  tariffs  decline,  countries  are  | 
increasinidy  resorting  to  such  remedies  to  shield  their  domestic  in-  | 
dustries  from  import  competition.  In  certain  instances  it  has  be¬ 
come  clear  that  the  rules  are  being  improperiy  interpreted  or  ap¬ 
plied,  or  it  is  simply  difficult  to  discern  how  proceedings  are  being 
conducted  or  to  understand  the  basis  for  decisions.  U.S.  firms  are 
frequently  the  targets.  This  is  not  surprising,  given  the  role  of  the 
United  Stotes  in  the  international  trading  system  and  the  competi¬ 
tiveness  of  U.S.  firms,  which  (rften  operate  with  low  profit  margins. 

The  United  States  has  had  to  monitor  closely  the  implementation 
of  foreign  trade  remedy  laws  in  order  to  discourage,  identify,  and 
correct  such  irr^pilarities.  The  United  States  is  committed  to  the 
active  use  of  WTO  dispute  settlement  provisions  to  address  such 
irregularities  and  to  ensure  the  fairest  possible  treatment  for  ex¬ 
porters. 

Regional  Trading  Agreements.  Free  trade  is  an  international  pub¬ 
lic  good  from  which  all  nations  benefit.  R^onal  trading  arrange¬ 
ments  can  serve  as  bridge  to  broader,  even  woridwide  agree¬ 
ments — true  ^obal  public  goods.  Toward  the  end  of  the  1980s  the 
proliferation  of  regional  trading  agreements  picked  up  speed.  These 


270 


arrangements  have  always  had  both  costs  and  benefits.  The  main 
benefit  is  that  they  create  trade  by  reducing  barriers  between 
member  countries.  The  cost  is  that  they  can  also  divert  trade  from 
more  efficient  producers  outside  the  region  to  less  efficient  produc¬ 
ers  within  the  region.  WTO  rules  permitting  regional  trade  agree¬ 
ments  are  designed  to  make  it  more  likely  that  the  trade  creation 
effects  dominate.  For  the  North  American  Free  Trade  Area,  the 
benefits  of  trade  creation  are  likely  to  have  outweighed  the  costs 
of  trade  diversion,  because  its  members  have  relatively  low  trade 
barriers  for  most  products  from  outside  the  region  and  because 
members  are  free  to  lower  their  external  tariffs  individually. 

Regional  trading  arrangements  have  also  proved  to  be  powerful 
tools  for  liberalizing  trade  more  widely,  and  thus  increasing  eco¬ 
nomic  efficiency.  The  President  has  led  efforts  within  APEC  and 
the  FTAA  talks  to  provide  fora  for  neighboring  countries  with  com¬ 
mon  interests  to  negotiate  pathbreaking  arrangements.  These  ar¬ 
rangements  can  then  serve  as  a  pattern  on  which  multilateral  ef¬ 
forts  within  the  WTO  can  build.  For  example,  the  United  States- 
Canada  Free  Trade  Agreement  contained  a  chapter  on  services  that 
became  a  model  for  the  Uruguay  Round  negotiation  on  services. 
When  regional  trade  arrangements  are  structured  on  this  model, 
the  danger  of  their  succumbing  to  the  temptation  of  trade  diversion 
is  diminished. 

Cooperation  in  Competition  Policy 

Noncompetitive  conditions  in  global  markets  can  interfere  with 
the  efficient  allocation  of  resources  and  harm  consumers  and  pro¬ 
ducers  throughout  the  world.  Global  cartels  restrict  output  and  in- 
ciaase  prices  of  both  consumer  goods  and  producer  inputs.  Anti¬ 
competitive  exclusionary  or  predatory  practices  can  insulate  firms 
from  competition  and  exclude  more  efficient  or  innovative  firms 
from  the  market.  Such  practices  reduce  economic  welfare  and  re¬ 
tard  economic  growth. 

Noncompetitive  conditions  in  a  domestic  market  can  also  serve 
as  a  barrier  to  trade.  An  example  is  the  $4.5  billion  Japanese  mar¬ 
ket  for  flat  glass.  Three  large  domestic  producers,  with  separate, 
exclusive  distribution  systems,  have  dominated  this  market.  It  can 
be  extremely  difficult  for  new  producers,  foreign  or  domestic,  to 
enter  such  a  market.  Under  a  1995  agreement  with  the  United 
States,  the  Japanese  government  and  the  Japanese  flat  glass  in¬ 
dustry  agreed  to  a  set  of  steps  to  open  this  market  to  greater  com¬ 
petition. 

International  cooperation  in  competition  policy  can  help  prevent 
or  mitigate  the  harm  resulting  from  anticompetitive  practices.  Such 
cooperation  can  take  three  basic  forms.  First,  authorities  can  re¬ 
duce  unnecessary  regulation  (which  can  often  act  as  a  market  bar¬ 
rier)  and  eliminate  l^al  barriers  to  competition  by  both  domestic 


and  foreign  Hrms.  Second,  they  can  promulgate  and  vigorously  en¬ 
force  appropriate  competition  policies,  designed  to  prevent  such 
conduct  as  price  fixing,  carving  up  of  markets,  and  anticompetitive 
mergers.  Third,  they  can  cooperate  in  bilateral  and  multilateral  ef¬ 
forts  to  investigate  and  share  information  regarding  potential  viola¬ 
tions,  and  to  enforce  their  competition  policies. 

International  Capital  Markets  and  Rules  for  Investment 

We  have  already  discussed  the  benefits  to  developing  countries 
from  receiving  foreign  investment,  as  well  as  the  benefits  to  inves¬ 
tor  countries,  including  the  United  States,  from  investing  in  devel¬ 
oping  countries,  and  from  the  trade  that  accompanies  foreign  direct 
investment  in  particular.  Impediments  to  FDI  therefore  may  act  as 
a  nontariff  barrier,  making  it  more  difficult  to  export  into  a  mar¬ 
ket.  This  is  a  complicated  issue:  coimtries  often  are  genuinely  sen¬ 
sitive  to  the  perceived  loss  of  economic  sovereignty  associated  with 
inward  foreign  investment,  yet  such  concerns  are  often  difficult  to 
distinguish  from  efforts  to  protect  domestic  companies  from  com¬ 
petition.  In  that  sense,  countries  engage  in  negative-sum  behavior 
when  they  restrict  foreign  investment  without  a  clear  rationale  for 
doing  so,  such  as  national  security.  These  restrictions  harm  both 
their  domestic  consumers  and  foreign  producers. 

The  United  States  has  engaged  in  several  efforts  to  improve  the 
international  climate  for  direct  investment.  The  United  States  has 
a  vigorous  program  to  n^otiate  bilateral  investment  treaties  with 
developing  and  transition  economies,  to  ensure  that  U.S.  firms  are 
able  to  invest  abroad  on  the  same  liberal  terms  under  which  for¬ 
eign  companies  may  invest  here.  To  date,  the  United  States  has 
signed  38  such  treaties,  of  which  26  are  in  force.  Several  more  are 
pending  ratification,  and  negotiations  with  other  countries  are  on¬ 
going.  NAFTA  included  an  agreement  that  substantially  lowered 
barriers  to  cross-border  investment  and  established  procedures  for 
settling  investment  disputes.  The  United  States  has  been  engaged 
in  extending  this  work  through  the  negotiation  of  the  Multilateral 
Agreement  on  Investment  (MAI)  under  the  aegis  of  the  OECD. 
This  Administration  helped  launch  the  MAI  negotiations  in  May 
1995,  and  they  are  scheduled  to  be  completed  in  1997.  The  United 
States’  objective  in  these  talks  is  an  agreement  that  will  substan¬ 
tially  liberalize  foreign  investment  by  establishing  clear  legal 
standards  on  expropriation,  providing  access  to  binding  inter¬ 
national  arbitration  of  disputes  (as  in  NAFTA),  and  allowing  unre¬ 
stricted  investment-related  transfers  across  borders.  It  is  envi¬ 
sioned  that  accession  to  the  MAI  will  be  open  to  both  members  and 
nonmembers  of  the  OECD,  thus  making  possible  an  extension  of 
MAI  rules  to  developing  and  transition  economies. 

Funds  also  flow  across  borders  in  the  form  of  securities  and  bank 
loans.  Although  these  flows  may  be  less  stable  than  direct  invest- 
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ment  flows,  which  cannot  readily  be  withdrawn,  they  can  provide 
an  important  source  of  funding.  The  Group  of  Ten  participate  in 
the  General  Arrangements  to  Borrow,  whi^  is  prepared  to  make 
roughly  $24  billion  available  to  the  IMF  in  time  of  financial  emer¬ 
gency  that  might  pose  ^stemic  risks.  Recently  the  Group  of  Ten 
and  some  other  countries  agreed  to  double  the  amount  of  emer¬ 
gency  funding  by  creating  an  additional  mechanism,  the  New  Ar¬ 
rangements  to  Borrow.  Contributors  will  include  some  of  the  fast¬ 
growing  developing  countries. 

Ad  hoc  international  coordination  has  also  facilitated  such  ac¬ 
tions  as  the  liquidity  support  provided  to  Mexico  during  its  early- 
1995  financial  crisis,  discussed  in  last  year's  Report.  This  U.S.-led 
international  support  helped  Mexico  implement  the  policies  nec¬ 
essary  to  avert  default,  regain  access  to  international  capital  mar¬ 
kets,  and  restore  the  basis  for  sustainable  growth.  Confidence  has 
now  returned,  and  Mexico  has  repaid  its  borrowings  from  the  Unit¬ 
ed  States  ahead  of  schedule.  The  temporary  support  extended  to 
Mexico  also  helped  protect  vital  U.S.  interests:  American  exports 
and  jobs,  the  security  of  our  common  border,  and  the  stability  of 
other  emerging  market  economies. 

The  United  States  worked  at  the  June  1995  Group  of  Seven  sum¬ 
mit  in  Halifax  to  reduce  the  likelihood  of  similar  crises  in  the  fu¬ 
ture.  Initiatives  launched  at  Halifax  included  the  New  Arrange¬ 
ments  to  Borrow  and  the  IMFs  Special  Data  Dissemination  Stand¬ 
ard,  which  aims  to  increase  the  quality  and  availability  of  economic 
and  flnancial  data  for  emeifdng  markets  and  other  countries.  This 
and  other  initiatives,  including  the  IMFs  capital  maricets  surveil¬ 
lance,  help  promote  a  transparent  and  rules-based  international  fi¬ 
nancial  system,  benefiting  both  providers  and  users  of  capital. 

In  banking,  the  Bank  for  International  Settlements,  which  pro¬ 
motes  the  cooperation  of  central  banks  and  acts  as  agent  for  inter¬ 
national  financial  settlements,  has  recently  enlarged  its  member¬ 
ship  to  include  the  central  banks  of  key  emerging  markets.  The 
BIS  is  also  the  secretariat  for  the  Basel  Committee  on  Banking  Su¬ 
pervision,  the  source  of  many  agreements  aimed  at  strengthening 
the  supervision  of  internationally  active  banks.  The  committee  is 
made  up  of  representatives  flx>m  12  industrialized  countries  (Bel¬ 
gium,  Canada,  France,  Germany,  Italy,  Japan,  Luxembourg,  the 
Netherlands,  Sweden,  Switzerland,  the  United  Kingdom,  and  the 
United  States),  but  in  recent  years  it  has  extended  its  outreach  to 
other  countries.  It  is  currently  woridng  with  a  group  of  developing 
and  transition  economies  to  formulate  guidelines  for  effective  bank 
supervision. 

IntemationcU  Development  and  Humanitarian  Assistance 

The  greatest  contribution  that  the  industrial  countries  can  make 
to  growth  in  developing  and  transition  economies  is  to  preserve 


these  countries’  access  to  interaational  maricets  for  trade  and  in¬ 
vestment.  Despite  the  dramatic  increase  in  private  investment 
flows,  however,  many  developing  countries,  especially  the  poorest, 
still  require  assistance  from  the  high-income  countries  and  inter¬ 
national  organizations.  It  is  important  that  these  programs  con¬ 
tinue  if  the  poorest  cotmtries,  especially  in  Africa,  are  to  persevere 
in  the  political  and  economic  rdbrms  that  many  have  undertaken 
in  recent  years,  lliese  countries  particularly  benefit  from  aid  that 
encourages  their  development  of  the  necessary  human  resources 
and  institutions  in  which  a  growing  economy  can  take  root.  The  de¬ 
velopment  of  such  an  institutional  base  helps  ensure  that  aid  flows 
are  used  effectively. 

As  growth  in  the  poorest  countries  begins  to  accelerate,  the  Unit¬ 
ed  States  and  other  donor  countries  will  benefit  from  new  and  ex¬ 
panding  export  markets  and  investment  opportunities,  as  well  as 
from  greater  international  political  stability,  because  it  means  that 
countries  have  an  increasing  stake  in  preserving  the  international 
rules-based  system.  Effective  assistance  depends  on  international 
cooperation,  both  through  the  coordination  of  bilateral  aid  within 
the  DAC  and  elsewhere,  and  through  multilateral  agencies.  One  as¬ 
pect  of  this  cooperation  has  been  negotiated  limits  on  the  tying  of 
aid  to  the  import  of  products  and  services  from  donor  countries 
(Box  7-6). 

Another  important  aspect  of  assistance  is  humanitarian  assist¬ 
ance.  Human  suffering  in  poor  countries  due  to  war,  natural  disas¬ 
ter,  or  famine  concerns  us  all;  these  are  circumstances  in  which 
countries  can  be  most  effective  if  they  coordinate  their  efforts. 
Much  of  this  coordination  takes  place  through  the  United  Nations; 
thus  the  United  States  and  other  countries  benefit  from  continuing 
to  support  this  organization.  The  multilateral  development  banks 
also  provide  humanitarian  assistance.  Continued  support  for  devel¬ 
opment  assistance  can  also  serve  as  preventive  medicine,  to  fore¬ 
stall  the  social,  political,  and  economic  deterioration  that  creates 
these  crises  in  the  flrst  place. 

INTERNATIONAL  PEACE  AND  ORDER 

All  the  international  activities  discussed  in  this  chapter  pre¬ 
suppose  an  international  environment  in  which  nations  act  peace¬ 
fully  and  respect  international  order.  Throughout  the  20th  century 
the  United  States  has  led  world  efforts  to  create  such  an  environ¬ 
ment  Besides  military  and  diplomatic  efforts,  the  United  States 
has  also  employed  economic  means  to  achieve  peace  and  order.  Al- 
thouid^  economic  sanctions  may  be  viewed  as  a  somewhat  blunt  in¬ 
strument,  they  are  one  available  tool  to  use  against  coimtries  that 
threaten  international  stability,  particularly  when  the  situation 


274 


Box  7-5. — Tied-Aid  Agreements 

Tied  aid  is  officially  supported  concessional  financing  linked  to 
procurement  in  the  donor  country.  It  distorts  trade  when  used  to  win 
contracts  for  capital  goods  exports  rather  than  to  provide  true  aid. 
Tied  aid  can  misallocate  resources  from  more  efficient  to  less  effi¬ 
cient  producers  whose  governments  offer  such  financing. 

When  used  for  export  promotion,  tied  aid  can  also  distort  aid  flows 
by  directing  scarce  resources  away  from  high-priority  development 
projects  to  projects  of  interest  to  industries  in  donor  countries.  Tra¬ 
ditionally,  tied  aid  has  directed  donor  support  toward,  for  example, 
large  electric  power  generation  and  telecommunications  projects  and 
away  from  social  sector  projects.  This  skewing  of  resource  alloca¬ 
tion  in  developing  countries  increases  the  capital  intensity  of  devel¬ 
opment  and  burdens  the  recipient  country  with  high  maintenance 
expenditures  in  the  future. 

In  response  to  complaints  from  exporters  that  they  often  faced 
tied-aid  competition  for  capital  goods  projects,  the  United  States 
negotiated  rules  in  the  OECD  to  govern  tied-aid  programs.  The  rules, 
dubbed  the  Helsinki  Package,  became  effective  in  February  1992. 
They  apply  to  nonconcessional  financing  and  stipulate  that  higher 
income  developing  countries  (those  with  incomes  per  capita  above 
$3,035)  are  ineligible  for  all  tied  aid.  The  least  developed  countries 
remain  eligible  for  all  types  of  financing  because  of  their  desperate 
shortage  of  capital.  For  countries  in  between,  such  as  China,  Indo¬ 
nesia,  and  India,  tied  aid  is  prohibited  for  projects  that  can  generate 
cash  flows  sufficient  to  repay  debt  on  commercial  terms. 

It  is  hoped  that  the  Helsinki  rules  will  reduce  distortions  and 
maximize  the  total  resources — aid  and  commercial  financing — avail¬ 
able  to  promote  economic  development.  Last  year  the  OECD  issued 
guidelines  for  the  use  of  tied  aid,  to  draw  the  line  between  projects 
that  should  receive  export  credits  on  commercial  terms  and  those 
that  may  receive  tied  aid.  Since  1992,  under  the  Helsinki  Package, 
annual  tied  aid  has  declined  from  $10  billion  to  about  $4  billion. 
The  tied  aid  that  remains  has  been  shifted  away  from  major  capital 
projects  capable  of  supporting  financing  on  commerical  terms  to 
legitimate  aid  projects  such  as  water  and  sewerage,  and  health  and 
other  social  services. 


275 


calls  for  something  stronger  than  diplomatic  protest,  but  less 
strong  than  military  engagement. 

Sanctions  come  in  a  variety  of  forms.  Sanctioning  countries  can 
restrict  exports,  impede  imports,  freeze  assets,  prohibit  invest¬ 
ments,  restrict  financing,  withdraw  government  aid,  or  ban  com¬ 
mercial  airline  flights.  Throughout  the  20th  century,  sanctions 
have  been  used  primarily  to  restrict  exports  to  and  investment  in 
a  targeted  nation.  Import  controls  are  rare.  Examples  include  the 
ban  on  oil  imported  from  Iran  in  response  to  the  1979-81  hostage 
crisis  and  from  Libya  in  response  to  terrorist  threats,  a  46-year  ban 
on  all  imports  from  North  Korea,  and  a  recent  prohibition  on  oil 
imports  from  Iraq.  Formerly  employed  predominantly  to  com¬ 
plement  war  efforts  or  destabilize  hostile  regimes,  sanctions  have 
been  used  since  the  1960s  to  express  condemnation  of  human 
rights  abuses,  force  compliance  with  international  treaties  (such  as 
nuclear  nonproliferation  treaties),  promote  democracy,  and  secure 
compensation  for  expropriated  property. 

As  with  any  policy  tool,  the  rational  evaluation  of  sanctions  in¬ 
volves  a  weighing  of  the  costs  and  benefits.  This  can  be  difficult; 
whereas  the  costs  of  sanctions  can  often  be  expressed  in  economic 
terms  (e.g.,  reduced  output  and  growth),  the  aims  of  sanctions  are 
fi^uently  noneconomic.  Sometimes  sanctions  may  have  mainly 
symbolic  value,  as  part  of  the  imposer’s  efforts  to  demonstrate  re¬ 
solve  and  commitment.  i 

Certain  characteristics  increase  the  likelihood  that  sanctions  will 
contribute  to  the  desired  outcome.  As  one  would  expect,  sanctions  j 
that  inflict  higher  costs  on  the  target  nation  tend  to  be  more  effec¬ 
tive.  The  costs,  to  both  the  sanctioner  and  the  target,  depend 
among  other  things  on  the  type  of  sanction  employed,  the  extent 
of  trade  and  financial  linkages,  the  relative  size  of  the  two  nations, 
and  the  ease  with  which  the  target  product  or  transaction  can  be 
substituted. 

Like  other  public  goods,  sanctions  are  generally  more  effective 
when  more  nations  participate  in  imposing  them.  Multilateral  , 
sanctions  usually  impose  greater  costs  than  unilateral  sanctions; 
the  ability  of  target  nations  to  access  alternative  suppliers  and  pro¬ 
viders  of  aid  decreases  as  the  number  of  sanctioning  countries  in-  j 
creases.  Multilateral  sanctions  may  also  reduce  the  likelihood  of 
long-term  costs  on  those  who  impose  sanctions.  Multilateral  sanc¬ 
tions  on  South  Africa  contributed  to  the  decision  to  dismantle  j 
apartheid.  United  Nations-sponsored  sanctions  against  Serbia  in  ! 
connection  with  the  recent  Bosnian  conflict  contributed  to  a  severe 
contraction  of  Serbia’s  economy  and  pressured  Belgrade  to  nego-  : 
tiate  a  peace  agreement.  The  success  of  these  sanctions  was  due  in 
part  to  the  coordinated  action  of  the  international  community,  Ser-  | 
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bia’s  high  dependence  on  foreign  trade,  and  the  narrow  production 
base  of  the  Serbian  economy. 

ENVIRONMENTAL  ISSUES 

Many  environmental  issues  can  be  viewed  through  the  analytic 
lenses  of  public  goods  and  externalities.  (Externalities  occur  when 
actions  taken  by  one  person  have  unintended  and  uncompensated 
positive  or  negative  effects  on  others.)  Clean  air,  for  example,  is 
nonrival,  in  that  anyone  can  breathe  it  without  impairing  the  abil¬ 
ity  of  others  to  breathe;  it  is  also  nonexcludable,  in  that  it  is  next 
to  impossible  to  charge  people  for  the  right  to  breathe  fresh  air.  As 
we  have  seen,  some  environmental  issues  are  local  or  national  in 
scope,  whereas  others  are  international  or  global  and  can  therefore 
benefit  from  international  coordination.  We  have  already  touched 
on  some  of  the  environmental  challenges  facing  the  United  States 
as  they  relate  to  aid  to  developing  countries.  International  coordi¬ 
nation  among  all  nations  is  important  in  such  areas  as  global 
warming  and  preservation  of  the  ozone  layer.  U.S.  leadership  is 
needed  ^  such  coordination  is  to  take  place. 

All  nations  benefit  from  efforts  to  reduce  emissions  of  greenhouse 
gases  that  may  lead  to  global  warming.  However,  in  the  absence 
of  an  international  agreement  on  emissions,  eveiy  nation  has  an 
economic  incentive  to  avoid  taking  action  on  its  own.  That  is  why 
the  United  States  is  working  toward  an  effective  agreement  entail¬ 
ing  global  reductions  of  greenhouse  emissions.  The  goal  of  these  ne¬ 
gotiations  is  the  signing  of  an  international  agreement  in  Kyoto  in 
December  1997  to  limit  these  emissions. 

Another  example  is  the  overharvesting  of  ocean  fisheries.  Each 
user  ignores  the  marginal  cost  of  his  or  her  use  on  the  stock  of  fish 
required  for  regeneration.  All  potential  fishing  coimtries  benefit 
from  the  efforts  of  all  other  parties  to  curtail  fishing,  but  each  has 
an  incentive  to  deviate  and  overfish  now.  At  the  November  1996 
annual  meeting  of  the  International  Commission  for  the  Conserva¬ 
tion  of  Atlantic  Tunas,  the  United  States  took  a  leading  role  in  es¬ 
tablishing  an  international  fishery  management  organization  to  en¬ 
force  fishing  quotas  in  order  to  protect  a  declining  stock  of  bluefin 
tuna.  The  United  States  was  also  one  of  the  first  nations  to  ratify 
the  1995  United  Nations  Agreement  on  Conservation  and  Manage¬ 
ment  of  Straddling  Fish  Stocks  and  Highly  Migratory  Fish  Stocks, 
which  promotes  regional  commissions  to  coordinate  the  manage¬ 
ment  of  ocean  fishing  and  provides  for  binding  dispute  settlement 
in  accordance  with  the  Law  of  the  Sea. 

BASIC  RESEARCH 

Knowledge  may  be  the  purest  of  public  goods,  and  the  most  im¬ 
portant  for  economic  growth  and  development.  All  nations  benefit 


from  increases  in  scientific  knowledge  that  form  the  basis  for  tech¬ 
nological  advances.  As  with  other  public  goods,  however,  there  is 
a  temptation  to  free-ride.  Some  countries  have  specialized  in  adapt¬ 
ing  basic  research  done  in  other  countries  into  profitable  business 
opportunities.  If  the  quest  for  greater  basic  knowledge  and  im¬ 
proved  technology  is  to  continue,  it  is  important  that  all  countries 
contribute  to  the  support  of  basic  research.  Free-riding  on  other’s 
efforts  can  also  be  minimized  if  owners  of  intellectual  property  are 
adequately  compensated. 

International  research  cooperation  is  a  complex  issue.  The  lines 
between  basic  and  applied  research  are  increasingly  blurred.  Ten¬ 
sion  often  arises  between  the  goal  of  increasing  the  competitiveness 
of  domestic  companies,  by  channeling  research  funding  to  them, 
and  the  goal  of  increasing  the  world’s  stock  of  scientific  and  techno¬ 
logical  knowledge,  from  which  we  all  gain. 

CONCLUSION 

Enormous  changes  are  taking  place  in  the  international  economic 
environment,  made  possible  by  U.S.  international  leadership 
throughout  the  postwar  era.  The  United  States  has  led  the  develop¬ 
ment  of  a  stable  international  economic  system  based  on  a  clear  set 
of  rules.  These  rules  have  made  possible  our  Nation’s  preeminence 
in  exports,  and  thus  have  served  our  own  interest,  but  they  allow 
other  coimtries  to  benefit  from  mqx>rts,  too.  And  that,  as  we  have 
seen,  serves  our  interest  as  well.  Rules  also  encourage  a  more  sta¬ 
ble  world  economy,  avoiding  the  calamities  of  the  1930s  and  1940s. 

With  the  emergence  of  developing  and  transition  economies  onto 
the  stage*  long  dominated  by  the  United  States  and  the  other  indus¬ 
trial  democracies,  the  need  is  great  to  ensure  that  the  international 
system  welcomes  these  new  participants  and  allows  both  them  and 
the  established  powers  to  derive  mutual  benefit  from  the  system. 
The  new  participants  themselves  must  continue  to  liberalize  their 
trade  r^imes  and  their  domestic  markets,  so  that  all  countries  can 
realize  the  gains  from  trade.  Efforts  should  also  continue  to  spread 
prosperity  to  those  countries  that  have  yet  to  see  sustained  growth, 
in  part  through  assistance  in  developing  the  necessary  economic  in¬ 
stitutions  and  human  resources. 

The  United  States  must  also  continue  to  lead  the  ongoing  effort 
to  improve  the  international  economic  system.  The  international 
public  goods  of  economic  cooperation,  peace  and  order,  environ¬ 
mental  protection,  and  basic  research  promise  great  benefits  if 
countries  work  together,  but  such  cooperation  requires  strong  lead¬ 
ership. 

To  exercise  that  leadership  role,  we  must  understand  the  lessons 
of  the  changes  that  are  sweeping  the  globe.  The  collapse  of  central 
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planning  tells  us  of  the  dangers  of  overreaching  by  governments, 
and  reminds  us  of  the  key  role  of  Western  governments  in  ensuring 
a  rules-based  domestic  and  international  marketplace.  The  rise  of 
the  East  Asian  economies  and  the  revival  of  Latin  America  teach 
us  about  the  fundamentals  of  economic  growth:  saving,  education, 
technological  progress,  stability,  openness  to  international  trade, 
and  equity.  We  must  work  to  maintain  these  conditions  at  home 
and  assist  other  countries  in  implementing  them  abroad.  Finally, 
increased  globalization  reminds  us  of  our  interdependence  with 
other  nations  and  the  benefits  that  we  all  receive  from  our  eco¬ 
nomic  interactions. 

If  the  United  States  continues  to  exercise  economic  leadership  in 
the  world,  maintaining  the  international  rules-baaed  system  that 
we,  above  all  others,  helped  develop,  we  will  contribute  to  our  own 
prosperity  as  well  as  to  that  of  the  rest  of  the  world. 


Appendix  A 

REPORT  TO  THE  PRESmENT  ON  THE  ACTIVITIES 
OF  THE 

COUNCm  OF  ECONOMIC  ADVISERS  DURING  1996 


LETTER  OF  TRANSMITTAL 


Ck>UNciL  OF  Economic  Advisers 
Washington,  D.C.,  December  31,  1996 

Mr.  President: 

The  Council  of  Economic  Advisers  submits  this  report  on  its 
activities  during  the  calendar  year  1996  in  accordance  with  the 
requirements  of  the  Congress,  as  set  forth  in  section  10(d)  of  the 
Employment  Act  of  1946  as  amended  by  the  Full  Employment  and 
Balanced  Growth  Act  of  1978. 

Sincerely, 

Joseph  E.  Stiglitz,  Chairman 
Alicia  H.  Munnell,  Member 
Jeffrey  A.  Frankel,  Member-Nominee 
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Report  to  the  President  on  the  Activities  of  the 
Council  of  Economic  Advisers  During  1996 

The  Council  of  Economic  Advisers  was  established  by  the  Em¬ 
ployment  Act  of  1946  to  provide  the  President  with  objective  eco¬ 
nomic  analysis  and  advice  on  the  development  and  implementation 
of  a  wide  range  of  domestic  and  international  economic  policy  is¬ 
sues. 

The  Chairman  of  the  Council 

Joseph  E.  Stiglitz,  previously  a  Member  of  the  Council,  was  ap¬ 
pointed  Chairman  on  June  28,  1995.  Dr.  Stiglitz  is  on  leave  from 
Stanford  University  where  he  is  the  Joan  Kenney  Professor  of  Eco¬ 
nomics.  Dr.  Stiglitz  is  responsible  for  communicating  the  Council’s 
views  on  economic  matters  directly  to  the  President  through  per¬ 
sonal  discussions  and  written  reports.  Dr.  Stiglitz  also  represents 
the  Council  at  Cabinet  meetings,  meetings  of  the  National  Eco¬ 
nomic  Coimdl  (NEC),  daily  White  House  senior  staff  meetings, 
budget  team  meetings  with  the  President,  and  other  formal  and  in¬ 
formal  meetings  with  the  President,  senior  White  House  staff,  and 
other  senior  government  officials.  Dr.  Stiglitz  is  the  Council’s  chief 
public  spokesperson.  He  directs  the  work  of  the  Council  and  exer¬ 
cises  ultimate  responsibility  for  the  work  of  the  professional  staff. 

The  Members  of  the  Coimdl 

Alicia  H.  Munnell  is  a  Member  of  the  Council.  Dr.  Munnell  had 
previously  served  in  this  Administration  as  Assistant  Secretary  for 
Economic  Polity  at  the  Department  of  the  Treasury.  She  also  had 
served  as  Senior  Vice  President  and  Director  of  Research  at  the 
Federal  Reserve  Bank  of  Boston. 

Martin  N.  Baily  was  a  Member  of  the  Cotmcil  until  August  1996. 
He  left  the  Council  to  join  the  Global  Institute  at  McKinsey  and 
Company,  Inc.  The  President  has  nominated  Jeffirey  A.  Frankel  to 
succeed  Dr.  Baily  as  a  Member  of  the  Coimcil.  While  awaiting  con¬ 
firmation,  Dr.  Frankel  has  been  serving  as  Chief  Economist.  He  is 
on  leave  from  the  University  of  California,  Berkeley,  where  he  is 
a  Professor  of  Economics.  He  previously  directed  the  program  on 
International  Finance  and  Macroeconomics  at  the  National  Bureau 
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of  Economic  Research  and  ia  a  former  Senior  Fellow  at  the  Insti¬ 
tute  for  International  Economics. 

The  Chair  and  Members  worii  as  a  team  on  most  economic  poli^ 
issues.  Dr.  Munnell  and  Dr.  Baily  shared  responsibility  for  domes¬ 
tic  macroeconomic  analysis,  the  Administration’s  economic  forecast, 
and  budget  and  tax  issues.  Dr.  Munnell  is  primarily  responsible  for 
health  care,  welfare  refcmn,  environmental,  and  labor  issues.  Dr. 
Baily  was  primarily  respmisible  for  international  economic  issues 
and  certain  microeconomic  issues,  including  agriculture  and  the  en- 
vircmment.  Dr.  Frankd  has  taken  over  this  portfolio.  Hie  Chair 
and  the  Council  Members  participate  in  the  deliberations  oi  the 
NEC.  Dr.  Stilts  is  a  member  of  the  NEC  Principals  Committee. 

WEEKLY  ECONOMIC  BRIEFINGS 

Dr.  Stiglits  and  the  Members  continued  to  conduct  a  weekly  eco¬ 
nomic  briefing  for  the  President,  the  Vice  President,  and  the  Presi¬ 
dent’s  other  senior  economic  and  policy  advisers.  The  Council,  in 
cooperation  with  the  Office  the  Vice  President,  prepares  a  writ¬ 
ten  Weekly  Economic  Briefing  of  the  President,  which  provides  anal¬ 
ysis  current  economic  developments,  more  extended  discussions 
of  a  wide  range  of  economic  issues  and  problems,  and  summaries 
of  economic  developments  in  different  r^ons  and  sectors  of  the 
economy.  This  document  serves  as  a  basis  for  the  President’s  oral 
briefing. 

MACROECONOMIC  POUCIES 

A  primary  function  of  the  Council  is  to  advise  the  President  on 
all  mid<»^  macroeconomic  issues  and  developments.  The  Council 
prepares  for  the  President,  the  ^^oe  President,  and  the  White 
House  senior  staff  almost  daily  memoranda  that  report  key  eco¬ 
nomic  data  and  analyze  current  macroeconomic  events. 

The  Council,  the  Department  of  the  Treasury,  and  the  Office  of 
Management  and  Budget— the  Administration’s  economic  "troi¬ 
ka” — are  responsible  for  producing  the  economic  forecasts  that  un¬ 
derlie  the  Administration’s  budget  proposals.  The  Council,  under 
the  leadership  of  the  Members,  initiates  the  forecasting  process 
twice  each  year.  In  preparing  these  forecasts,  the  Council  consults 
with  a  wide  variety  outside  sources,  including  leading  private 
sector  forecasters. 

In  1996  the  Council  continued  to  take  part  in  discussions  about 
the  President’s  balanced  budget  plan.  Hie  Council  also  participated 
in  meetings  on  a  range  of  bud^t  issues  including  Medicate  and 
Medicaid,  discretionary  spending  priorities,  and  the  Administra¬ 
tion’s  tax  proposals. 

The  Council,  together  with  the  Department  of  Labor,  prepared  a 
report  titled  "Job  Creation  and  Employment  Opportunities:  The 
United  States  Labor  Maricet,  1993-1996,”  which  analyzed  the 
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American  economy’s  robust  employment  growth,  the  nature  the 
jobs  being  created,  and  the  incidence  of  job  displacement.  This  re¬ 
port  concluded  that  over  two-thirds  (68  percent)  of  the  net  job 
growth  in  full-time  employment  between  February  1994  and  Feb¬ 
ruary  1996  occurred  in  industry/occupation  categories  that  paid 
above-median  wages.  The  Coun<^  also  prepared  a  background  re¬ 
port  titled  *Tromoting  Economic  Growth,”  which  discussed  the 
challenge  of  increasing  the  underlying  productivity  growth  rate  of 
the  U.S.  economy. 

The  Council  continued  its  efforts  to  improve  the  public’s  under¬ 
standing  of  economic  issues  and  the  Administration’s  economic 
agenda  through  regular  briefings  with  the  economic  and  financial 
press,  frequent  discussions  with  outside  economists,  and  presen¬ 
tations  to  outside  organizations. 

INTERNATIONAL  ECONOMIC  POLICIES 

The  Coimcil  has  been  an  active  participant  in  the  international 
economic  policymaking  process  through  the  National  Economic 
(Council  and  the  National  Security  0>uncil,  providing  both  technical 
and  analytic  support  and  policy  guidance.  The  Council  engaged  in 
interagency  discussions  dealing  with  such  topics  as  U.S.  trade  rem¬ 
edy  laws  (antidumping,  countervailing  duties,  safeguards,  and  Sec¬ 
tion  301  actions);  the  U.S.  balance  of  payments;  cross-border  in¬ 
vestment;  international  aspects  of  telecommunications  and  infor¬ 
mation  technology;  integrating  Russia,  China,  and  other  newly 
market-oriented  economies  into  the  world  economic  order;  and  the 
agendas  of  multilateral  and  regional  fora  such  as  the  World  Trade 
Organization,  the  Asia-Padflc  Economic  Cooperation  forum,  and 
the  North  American  Free  Trade  Agreement. 

In  1996,  Dr.  Stiglitz  led  a  U.S.  delegation  to  the  Information  So¬ 
ciety  and  Development  (ISAD)  Conference  in  South  Africa.  The 
ISAD  (Conference,  which  followed  the  1995  G-7  Ministerial  (Con¬ 
ference  on  the  Information  Society  held  in  Brussels,  was  designed 
to  attend  acceptance  of  the  Global  Information  Infrastructure  prin¬ 
ciples,  first  articulated  by  the  Vice  President  in  1994,  to  the  devel¬ 
oping  world.  Dr.  Stiglitz  also  led  a  U.S.  del^ation  to  China,  where 
he  met  with  top  Chinese  officials  to  initiate  a  dialogue  on  economic 
issues  between  the  Council  and  China’s  State  Planning  Commis¬ 
sion.  In  addition,  the  Coimdl  drafted  the  1996  APEC  Economic 
Outlook  for  the  Asia-Padfic  Economic  Cooperation,  and  Dr.  Stiglitz 
presented  this  report  to  the  APEC  Ministers  during  their  meetings 
in  Manila. 

The  (Coundl  plays  a  leading  role  in  U.S.  partidpation  in  the  Or¬ 
ganization  for  Economic  Cooperation  and  Development  (OECD),  the 
prindpal  forum  for  economic  cooperation  among  the  high-income 
industrialized  countries.  Hie  Council  heads  the  U.S.  del^ation  to 
the  semiannual  Economic  Policy  Committee  (EPC)  meetings,  and 
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Dr.  Stiglitz  is  the  Committee’s  Chairman.  In  that  role,  Dr.  Stiglitz 
has  led  an  effort  to  make  the  EPC’s  meetings  more  relevant  to 
member-country  policy  discussions.  Dr.  Munnell  led  the  U.S.  dele¬ 
gation  to  the  OECD’s  Working  Party  1  on  microeconomic  and  struc¬ 
tural  issues  and  participated  in  Working  Party  3.  Dr.  John  D. 
Montgomery  also  participated  in  the  OECD’s  Working  Party  3  on 
macroeconomic  polity  coordination,  and  Dr.  Steven  N.  Braun  led 
the  U.S.  delegation  to  the  OECD’s  Short-term  Economic  Fore¬ 
casters  Meeting. 

MICROECONOMIC  POLICIES 

The  Council  was  an  active  participant  in  discussions  of  micro- 
economic  policy  issues  in  1996.  Dr.  Stiglitz  is  a  member  of  the  Ad¬ 
ministration’s  Regulatory  Working  Group  and  addressed  numerous 
groups  on  the  principles,  content,  and  importance  of  the  Adminis¬ 
tration’s  regulatory  reform  program.  At  Dr.  Stiglitz’s  initiative,  the 
OECD  has  undertaken  a  series  of  studies  to  promote  regulatory  re¬ 
form  around  the  globe.  The  Council  also  participated  in  a  range  of 
Administration  efforts  to  reform  regulation. 

The  Council  was  an  active  participant  in  the  Administration’s  re¬ 
inventing  government  effort,  which  has  made  Federal  Government 
agencies  more  efficient  and  more  performance  oriented  and  has  re¬ 
vised  and  eliminated  thousands  of  pages  of  r^ulations.  To  help 
promote  its  objectives,  the  Coimdl  advocated  procurement  reforms 
that  would  extend  the  use  of  competitive  auctions  by  Federal  agen¬ 
cies  in  their  purchase  of  products  and  services. 

The  Council  was  involved  in  efforts  to  implement  the  1996  tele¬ 
communications  reform  bill.  The  Council  worked  with  the  \^ce 
President,  the  Natiimal  Economic  Council,  and  the  Departments  of 
Justice  and  Commerce  to  develop  Administration  policies  regarding 
interconnection  of  telephone  competitors.  Dr.  Timothy  J.  Brennan 
participated  in  an  economists’  forum  at  the  Federal  Communica¬ 
tions  Commission  to  examine  various  aspects  of  allowing  local  tele¬ 
phone  companies  to  provide  long-distance  service.  The  Council  also 
promoted  participation  in  spectrum  auctions  held  by  the  Federal 
Commimications  Commission  and  played  an  important  role  in  on¬ 
going  efforts  to  restructure  INTELSAT  and  Inmarsat  (the  inter¬ 
national  satellite  consortia). 

The  Council  was  active  in  a  range  of  policy  discussions  on  natu¬ 
ral  resources  and  the  environment.  The  Council  has  been  a  leading 
proponent  of  reforming  public  lands  policy,  especially  by  reducing 
subsidies  for  extractive  use  of  Fedei^  public  lands.  The  Coimdl 
played  a  key  role  in  the  Headwaters  acquisition  negotiations  and 
has  worked  extensively  on  other  land  exchanges. 

The  Council  partidpates  actively  in  the  ongoing  assessment  of 
global  climate  change  polides.  The  Council  was  also  active  in  dis¬ 
cussions  on  the  SuperfUnd  program  and  other  issues  relating  to  the 
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management  of  hazardous  wastes.  The  Council  helped  assess  the 
reauthorization  of  the  Clean  Water  Act  and  the  Safe  Drinking 
Water  Act  and  evaluated  the  drafts  of  the  Environmental  Protec¬ 
tion  Agency’s  Mercury  and  Utility  reports  required  by  the  Clean 
Air  Act  Amendments  of  1994.  In  addition,  the  Coimcil  was  involved 
in  the  evaluation  of  alternative  National  Ambient  Air  Quality 
Standards  for  particulate  matter  and  ozone,  which  are  regulated 
under  the  Clean  Air  Act. 

The  Council  played  an  important  role  in  agricultural  policy  re¬ 
form,  most  notably  the  Administration’s  continuing  efforts  to  imple¬ 
ment  the  1996  Farm  Act.  The  Council  also  advised  on  the  operation 
of  agricultural  trade  programs,  including  the  sugar  program  and 
various  farm  export  subsidy  programs. 

The  Staff  of  the  Council  of  Economic  Advisers 

The  professional  staff  of  the  Council  consists  of  the  Chief  of  Staff, 
the  Senior  Statistician,  11  senior  economists,  6  staff  economists, 
and  3  research  assistants.  The  professional  staff  and  their  areas  of 
concentration  at  the  end  of  1996  were; 

Chief  of  Staff  and  General  Counsel 
Michele  M.  Jolin 
Senior  Economists 


S.  Lael  Brainard  .  International  Economics  and  Senior  Director 

at  the  National  Economic  Council 

Steven  N.  Braun .  Director,  Macroeconomic  Forecasting 

Timothy  J.  Brennan  .  Regulation,  Industrial  Organization,  and 

Antitrust 

William  B.  English  .  Macroeconomics  and  Finance 

Phillip  B.  Levine .  Labor,  Welfare,  and  Education 

Mark  J.  Mazur .  Public  Finance  and  Senior  Director  at  the 

National  Economic  Council 

John  D.  Montgomery .  International  Economics 

Raymond  Prince .  Environment  and  Natural  Resources 

Christopher  J.  Ruhm .  Health  Care,  Aging,  and  Labor 

Charles  F.  Stone  .  Macroeconomics  and  Editor,  Yfeekly 

Economic  Briefing  of  the  President 
David  L.  Sunding .  Agriculture  and  Natural  Resources 


Senior  Statistician 
Catherine  H.  Furiong 
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Staff  Economists 


Carrie  S.  Cihak .  International  Economics 

Jason  L.  Furman  .  Macroeconomics 

Cynthia  K.  Gustafson .  Labor,  Welfare,  and  Education 

Andrea  Richter .  International  Economics 

Cristian  J.  Santesteban  .  Industrial  Organization,  Science  and 

Technology,  and  Regulation 
Caroline  M.  Thompson .  International  E^nomics 


Research  Assistants 

Jennifer  C.  Daskal 
Sarah  J.  Reber 

Diane  M.  Whitmore 

Statistical  Office 

Mrs.  Furlong  directs  the  Statistical  Office.  The  Statistical  Office 
maintains  and  updates  the  Council’s  statistical  information,  over¬ 
sees  the  publication  of  the  Economic  Indicators  and  the  statistical 
appendix  to  the  Economic  Report,  and  verifies  statistics  in  Presi¬ 
dential  and  Council  memoranda,  testimony,  and  speeches. 


Susan  P.  Clements  .  Statistician  and  Information  Systems 

Linda  A.  Reilly .  Statistical  Assistant 

Brian  A.  Amorosi .  Research  Assistant 

Margaret  L.  Snyder .  Statistical  Aide 

The  Administrative  Office 

Elizabeth  A.  Kaminski .  Administrative  Officer 

Catherine  Fibich .  Administrative  Assistant 

Office  of  the  Chairman 

Alice  H.  Williams .  Executive  Assistant  to  the  Chairman 

Sandra  F.  Daigle .  Executive  Assistant  to  the  Chairman  and 

Assistant  to  the  Chief  of  Staff 

Lisa  D.  Branch .  Executive  Assistant  to  Dr.  Munnell 

Francine  P.  Obermiller  .  Executive  Assistant  to  Dr.  Frankel 

Staff  Secretaries 

Mary  E.  Jones 
Rosalind  V.  Rasin 
Maty  A.  Thomas 

Mrs.  Thomas  also  served  as  executive  assistant  for  the  Weekly 


Economic  Briefing  of  the  President. 

Michael  Treadway  provided  editorial  assistance  in  the  prepara¬ 
tion  of  the  1997  Economic  Report.  Robert  E.  Cumby,  Georgetown 
University,  David  M.  Cutler,  Harvard  University,  and  Michael  A. 
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Toman,  Resources  for  the  Future,  served  as  consultants  during  the 
year. 

Student  interns  during  the  year  were  Oren  Ahoobim,  Anthony  R. 
Alvarado,  Noelle  M.  Cami^ll,  Albert  C.  Chen,  George  L. 
Colindres,  Mariano-Florentino  Cuellar,  Ariel  S.  (Rasner,  Kara  A. 
Gobi,  Minna  J.  Hahn,  Mary  K  Lesh,  Robert  P.  Martin,  Rachel  A. 
Novak,  Christopher  J.  O'Connor,  Angela  l^erry,  Courtney  A. 
Sweeney,  Megan  R  Sweeney,  James  R.  Sweet,  and  Joee  A.  Villar. 
The  following  student  interns  joined  the  Council  in  January  to  as¬ 
sist  with  the  preparation  of  the  Economic  Report:  James  T. 
Engelhardt,  Gr^ry  B.  Garvin,  and  Laura  M.  Higginson. 

DEPARTURES 

Peter  R.  Orszag,  who  served  as  Senior  Adviser  to  the  Council,  re¬ 
turned  to  the  London  School  of  Economics  in  November  and  has 
now  joined  the  National  Economic  Council  staff.  The  Council’s  sen¬ 
ior  economists,  in  most  cases,  are  on  leave  of  absence  from  faculty 
positions  at  academic  institutions  or  from  other  government  agen¬ 
cies  or  research  institutions.  Their  tenure  with  the  Council  is  usu¬ 
ally  limited  to  1  or  2  years.  Most  of  the  senior  economists  who  re¬ 
signed  during  the  year  returned  to  their  previous  affiliations.  They 
are  George  B.  Frisvold  (Department  of  Agriculture),  Thomas  J. 
Kane  (Kennedy  School  of  Government,  Harvard  University),  Eileen 
Matiskopf  (Board  of  Governors  of  the  Federal  Reserve  System), 
Robert  G.  Murphy  (Boston  Collie),  Marius  Schwartz  (Georgetown 
University),  and  Michael  A.  Toman  (Resources  for  the  Future). 
Robert  S.  Dohner  accepted  a  staff  position  with  the  Department  of 
the  Treasury.  Louise  M.  Sheiner  left  the  Council  to  serve  as  Dep¬ 
uty  Assistant  Secretary  of  the  Treasury  and  has  now  rejoined  the 
Board  of  (aovemors  of  the  Federal  Reserve  System. 

Staff  economists  are  generally  graduate  students  who  spend  1 
year  with  the  Council  and  then  return  to  complete  their  disserta¬ 
tions.  Those  who  retiumed  to  their  graduate  studies  in  1996  are  Mi¬ 
chael  A.  Ash  (University  of  California,  Berkeley),  Jonah  B.  Gelbach 
(Massachusetts  Institute  of  Technology),  and  Scott  J.  Wallsten 
(Stanford  University).  Valerie  A.  Mercer  accepted  a  position  with 
the  International  Monetary  Fund.  Ronald  C.  Chen  began  graduate 
studies  at  Oxford  University. 

Public  Information 

The  Coxmcil’s  Annual  Report  is  the  principal  medium  through 
which  the  Council  informs  the  public  of  its  work  and  its  views.  It 
is  an  important  vehicle  for  presenting  the  Administration’s  domes¬ 
tic  and  international  economic  policies.  Aimual  distribution  of  the 
Report  in  recent  years  has  averaged  about  45,000  copies.  The 
Council  also  has  primary  responsibility  for  compiling  the  monthly 
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Economic  Indicators,  which  is  issued  by  the  Joint  Economic  Ck>m- 
mittee  of  the  Congress  and  has  a  monthly  distribution  of  approxi¬ 
mately  10,000. 
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General  Notes 


Detail  in  these  tables  may  not  add  to  totals  because  of  rounding.  In  addition, 
because  of  the  formula  used  for  calculating  real  gross  domestic  product  (GDP), 
the  chained  (1992)  dollar  estimates  for  the  detailed  components  do  not  add  to 
the  chained-doUar  value  of  GDP  or  to  any  intermediate  aggregates. 

Unless  otherwise  noted,  aU  dollar  figures  are  in  current  dollars. 

Symbcds  used: 

r  Preliminary. 

....  Not  available  (also,  not  applicable). 

Data  in  these  tables  reflect  revisions  made  by  the  source  agencies  from 
February  1996  throu^  late  January  1997. 


NATIONAL  INCOME  OR  EXPENDITURE 


Table  B-1. — Gross  domessic  pndsut,  19^9—96 
(BiWore  o(  doRars.  ocept  n  ntied:  quarterly  data  at  seaeonally  adjusted  annual  rates) 


Persenal  coasuMptiN  espenditiires 


Vur  ■>  G'MS 

dauMStic  mvikto  ***<''  «mii. 

preduct  Tetal  d«aj*.  ^ 


Cress  private  dOMestic  mvestmeet 


rued  Mvestment 
Nonresideitiel 

Pro- 

Totel  S  ^ 

equip¬ 
ment 


Table  B-1. — Cnts  domtsik  product,  /  959-96— Continued 
(BWimb  of  Man.  ecoft  n  niM;  quMtciy  dots  at  saaaonaHy  adjusted  annual  rates! 


■Grass  doiMstic  product  (GOP)  less  eipotts  ol  foods  sod  scnicts  plus  imports  of  goods  asd  services. 
*G0P  plus  set  receipts  of  factor  incsme  from  root  of  tie  uwM. 

Sourco:  OepartsMst  of  Cosunerce,  Bureau  of  Economic  Analysis. 
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Table  B-2. — Rtal  gms  dowtatk  pndutt,  1959-96 
IBiNm  o(  ctomd  (1992)  MUn.  ecep(  n  noted:  ouarteitir  data  at  seasonally  adjusted  annual  rates) 


Gross  private  domestic  mvestmenl 


Table  B-2.— Xm/  gmi  Jmmstk  pndmt,  ;9^9~96— Continued 
t  il  ctoM  (1992)  Mm.  anft  m  mM;  «nrtHlr  Mi  ■(  ieiiiii%  idjMM  mmI  oM) 


mmu  ssisiiisissisiiis  s 


Table  B-3. — Chmin-typt  prkt  imkxts  fmr  gnu  damutk  frothtct,  1939-96 — Gxitinued 
[Mb  numbers.  1992>100.  CKcpt  as  noM;  quarterly  Ma  seasonally  adjusted] 


■  Gross  domostic  product  (GOP)  loss  osports  el  (oods  and  sorvicos  plus  imports  el  foods  and  scrvicos. 
’Percool  cbaefos  stwim  kero  are  based  oe  uMouedod  data.  Quarterly  cbaefos  are  at  annual  rates. 
Source:  Departine.1t  el  Commerce.  Bureau  el  Economic  Analytis. 
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Table  B-4. — Quamily  anJ  pria  imUxa  ft  pm  dumstk  pndtut,  and  ptrunt  cbangtt,  1959-96 
(OMrtMly  Ml  M  scaMM%  a<jusMl 


Gnu  dMMilIc  iradicl 

hidei  MMMt,  I9S2>100  I  Ptrctil  ckMft  IrM  pnctOwf  ptiM  ■ 


■ftfCMl  ckMiH  skuM  lift  an  bntd  n  MnMM  data,  (knitcrtit  pcrnal  ctaafK  an  at  aaaaal  ntea. 


Saana:  Oepaitmal  at  Caaiawrec.  Bareaa  at  Cceaiaac  Aaahrsis. 
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Table  B-5. — Pmm  chmmga  in  nml  gnu  dmmtk  fndnct,  1960-96 
(tacani  dtMtt  (mm  ingiBiic  pmM:  wiarterty  Ma  M  tmamHy  aEjinM  mmm(  otnl 


Sowct:  Dcpaitmenl  o(  Coomcrcc.  BarcN  «f  Ecwtonic  AMlysis. 
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Table  h-6.—Gms  Jmestk  pmbtct  ky  major  typo  ofproJmct,  1959-96 
(BMim  tl  Mm;  wiMMy  data  at  seaaonaNy  adjutM  anaual  talas] 


I  iMtani  tq«p«Ml  parclastd  aad  saM  Sy  tit  Ftdwal  I 


-14.0  4.027.9 
-1.9  4.00701  K80 
2.0  4.122.0  (72.0 


tfH,  Mt  hfftnfrt  ii 


I  of  Coamtrce.  Oirtat  tl  tcoaawic  Aaalysis. 
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Tabu  B-7. — Rtai  gnu  Jomutic  pnJtta  ky  mo/h-  typt  pndua,  19^9-96 
(Miins  tl  ckaintd  (1992)  MUn;  quaiMr  Ma  M  seasonally  adjusted  annual  rates) 


■Esaerts  and  iaoerts  el  cirtaia  (iids.  primarily  i 
m. 

Siwte:  Departmtai  at  Camawte,  Bartaa  at  Ecam 


I  aad  saw  ty  tka  Fadaral  I 


,  tft  ii  Mfv- 
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Table  B-8. — Crms  Jamatk  fnJtKt  ky  stcttr,  1939-96 
(BMiom  of  Mian;  ouartniy  Ma  a(  stasanaEy  aMoM  aomtal  rates] 


''*Z"  d^k 

Tiw 


Bvsiitss  ^ 


Natlana' 

—I - -  PriMlt  JJIS 

Ntafana  .  Fans  Total  loaso-  Total 

i§l  tim 


Stall 

fatal  FoMal  aaO 


■Gross  doowstk  bosiaess  proOoci  oqaals  iross  doratstk  prodact  loss  iross  prodacl  of  koastkolds  aad 
anal.  Noalarai  prodact  oqaals  iross  doaKstk  basiaoss  prodact  loss  boss  tana  prodact. 

’Eqaals  coaipeassliaa  of  loaeral  loainaaiat  lOBlopoos  plas  loaiM  lowniaiiwt  coasaavtioa  of  (iaed 
Soarcc:  DeportaMal  of  Coaaatrct.  Baroaa  of  tcoaoaac  Aaalpsis. 


MstMiaes  aad  of  loaoral  laacnr- 
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Table  B-9. — Rmt  gnu  Jmmttk  pndmct  hj  mtm,  19^9-96 
(BMim  «f  ctainN  (1992)  MUn;  vartertr  M*  <t  seaswally  WinM  MmH  lalnl 


mt  waiMiiw  G(Mni  nwwwiin  ’ 


■Gms  dMMtic  bKiMss  mdiicl  «qwb  fre» 
■tM.  NwImm  mBKt  i^Mts  trass  tsMestic  tra 
>Etuts  cMpMsitiM  il  tmni  gummim  m 
Stmt:  OcpiftMera  II  Cs—Hce,  B«nM  if  Eci 


dMMtfcaradicI  kss  trass  tratict  if  IwwiM 
wMs  pratict  liss  trail  fwH  tradicL 
ipfitin  pfn  tmraf  tB^iraB®if  msmpfm  ^ 
mraic  taaltsis. 
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Table  B-1  1 . — Real  gross  Joetesfic  pndstct  by  industry,  1977-94 
IBillions  o<  chained  (1992)  dollarsi 


Private  indnstnes 


Year 

Gross 

deaies- 

tic 

peduct 

Api¬ 

cal- 

tpe. 

tar- 

fishait 

Coft- 

strw* 

tiM 

Maaulactpmi 

Traas- 

perta- 

tioa 

aad 

1 

Retail 

trade 

Fmaiice. 

iss4ir> 

inct. 

and 

real 

estate 

Services 

SU- 

listi- 

cel 

dis- 

crep- 

?=il' 

Gov¬ 

ern- 

meet 

Net 

elle- 

cetcd 

by 

try* 

TMP 

Opa- 

Ne 

loads 

Bl 

1 

1 

4J/IJ 

MG 

825 

2130 

7555 

5352 

3S1£ 

3503 

201  1 

3455 

7533 

7125 

359 

7171 

-88.0 

Bl 

«.tS3.7 

S20 

85G 

2212 

^7 

rill 

J71I 

3SS  • 

2155 

3899 

785  5 

7595 

31  i 

7315 

-422 

1J7J  ..... 

.... 

*.€21.0 

3?  J 

/3.S 

2278 

£5$1 

iTOG 

335  7 

3S2.1 

223  3 

339  ! 

8314 

787  3 

533 

7391 

-74.3 

IMO  ..... 

5.S11.S 

S7  7 

szO 

211.7 

8720 

5513 

3715 

3881 

225  0 

375  5 

SS3.S 

8!0.« 

(53 

7(38 

-8S0 

twi ..... 

nt 

815 

1955 

8555 

i'Jtt 

390  5 

394  3 

ran 

385  2 

£73.8 

029.3 

272 

7(9  i 

-452 

1SS2  ..... 

44234 

hS 

1728 

£107 

5 -30 

.3S5  3 

383’ 

2485 

387  9 

S7S.S 

838.1 

-4! 

748.3 

-552 

I9G3 _ 

ejiM 

5^.4 

737 

UlQ 

t—.  1 

:!3S 

4C32 

2515 

(724 

9S8 

£42.8 

$3.0 

/530 

-594 

1984  ..... 

S,t|U 

7?? 

820 

2101 

S43.3 

5213 

425! 

2*5  9 

3(58 

S»8 

5.3 

710.1 

-24.3 

ms ..... 

illiJ 

39.S 

571 

2329 

3755 

5317 

4121 

528  0 

2982 

(55.8 

M3.9 

3439 

1.7 

7779 

-2G5 

I98G  .... 

S;i|S-9 

fi7,2 

£38 

2330 

9575 

S275 

4:n,| 

125-5 

333  2 

5245 

9598 

3358 

7li 

7MS 

53 

ISS7  .... 

87.8 

a.i 

2334 

l,flii6 

S85.5 

4.'S1 

4C*  4 

322  1 

5iai 

loiso 

ioiil 

-’riH 

hritC 

30.1 

Based  ea 

1987  SIC: 

ltt7 

S74 

m<i 

I39.S 

l.Gsi.G 

SGS.1 

477.8 

372  9 

533.2 

1415.3 

1.01!« 

-700 

£100 

Btw 

1988  _ 

Sll2,9 

£0.7 

to** 

2i3J 

1 1101 

GIGI 

ris 

<72.1 

3(32 

5371 

1.0702 

i,0M.I 

-Hi 

829( 

Hf% 

1989  ..... 

— 

s.eeo.5 

£82 

mt 

ni.9 

1.1050 

GUI 

492.5 

(73.I 

3ig.1 

553.5 

1,102.7 

1.1(« 

130 

£77.7 

1990  .... 

ISIS 

313 

2175 

i£5ai 

ta.7 

1133 

(51.7 

"»£ 

# 

i,lfi3-l 

!.i8!7 

172 

857.0 

IMl _ 

8473.0 

ID-S 

f7.S 

279011  C$a  * 

SMi.l 

1322 

514.7 

3814 

531, j 

i.lMS 

!.f21i 

31 

873: 

1M2  .... 

112.4 

223  7  i  Otti 

5/34 

-i«2 

52ij 

ei^.5 

5412 

l.lUi 

I^KJ 

U.i 

8735 

^BlTi 

1M3  ..... 

8433.1 

■SE 

3a7 

235.1  1093.3 

531  2 

lll.i 

555J 

Mgs 

5532 

l.iSfl 

1.222.1 

53: 

^■Ti 

1994  _ 

— 

WC1.2 

1157 

9G./ 

293.1  I.IGO.O 

an 

5107 

S8SJ 

t:30 

535.1 

1.132.3 

1.2:24 

1^ 

Bilt 

■Eqtiats  the  owmd-<Wtor  statistical  discrepaacy  deflated  In  the  MpKcil  price  deflatar  far  pass  daMestic  aradact. 
'Eeaals  GOP  less  the  statistical  discrepaacy  and  the  sata  of  pass  pradaci  oripaatini  at  the  detailed  Masiries. 


iacerparate  Ihe  resells  af  the  caiapieheasM  revisiea  to  the  aaliaaal  iacsaie  and  padact  accaaats  (MPh) 
Smof  of  Cmm  Bosieest,  luitoA  IMG  for  details.  OaU  da  aa(  reflect  the  Knaled  aaaaai  MPA  revisiaasia- 


Nele.-OaU  ia  this  UMe  i 
ralaased  ia  Jaaaary  IMG.  See 
leased  ia  Aafast  IMG. 


Table  B-12. — Gms  Jornatk  pndmct  cf  mmfmancuJ  nrponttt  bnima,  7959-96 
(BiNions  si  doNan;  suartstts  data  at  seassnaNs  adiusted  amwal  rates] 


■hdincl  teniatss  tai  aad  aealai  liaMiiy  plas  basiatss  traasfir  psyawais  liss  sateWts. 


Siaict;  Dasartawat  af  Caaaaaitt.  Baraaa  si  Ecaasadc  daalysH. 


Tabu  B-13. — Out^,  mts,  mml  pnfas  mm^nmmast  mptrmtt  kaimu,  19^9-96 
(QuwMy  Ml  It  i4jwM  mmiI  hIk] 


1992:1  . 

3.202.2 

3416.6 

.996 

.115 

103 

.669 

.075 

.026 

.049 

M  . 

3.23C.I 

3438.1 

.999 

.115 

102 

.674 

.075 

mm 

.046 

IH  . 

3.270.5 

3467.4 

1.001 

.119 

.103 

.676 

072 

.044 

.031 

IV 

3441.7 

3428.5 

1.004 

.113 

.105 

.672 

.085 

.055 

.030 

1993  1 

3.344.2 

3402.9 

1.012 

.116 

105 

.682 

.079 

.028 

.050 

.031 

H 

3.407.3 

3456.7 

1415 

Ml 

.105 

.679 

.085 

031 

.030 

IH 

3.459.7 

34994 

1.018 

■HI 

.105 

679 

.089 

.029 

.029 

IV 

3431.7 

3.461.1 

1422 

.114 

.107 

.675 

.098 

.034 

428 

1994  1 

3.601.7 

3403.9 

1.028 

.122 

.106 

.680 

.035 

.058 

.027 

H 

3.663.0 

3453.0 

1431 

.114 

.106 

.681 

■till 

.036 

.067 

.027 

III 

3.709.5 

3477.7 

1437 

.114 

.107 

.684 

■titj 

.037 

.068 

.028 

IV 

3.783.2 

34364 

.113 

.106 

.686 

.108 

.039 

.070 

.027 

19991 

3.8034 

3.634.1 

.114 

108 

.696 

.100 

mm 

.061 

.028 

H 

3441.9 

3.656.1 

1.051 

.115 

.110 

698 

.100 

■  u  1 

.062 

.028 

HI 

3.9244 

3.719.9 

1.055 

.115 

108 

.696 

.071 

.027 

IV 

3.973.2 

3.759.1 

1.057 

.115 

.108 

.699 

.037 

.070 

.027 

I99«l 

4.011.6 

3.779.2 

1.062 

.115 

107 

.702 

BS 

.039 

.072 

.026 

U 

4.081.6 

3431.0 

1465 

.115 

.105 

.706 

■n 

.039 

.074 

.027 

HI  . 

4.143.1 

34884 

.115 

.105 

.706 

■11 

.038 

076 

.027 

■  Mpiil  is  Mcastircd  by  poss  domestic  pradoci  of  ooofiMoeial  corporale  bosmoss  m  cbemed  (1992)  dotlars. 

>Tbis  is  eqoal  to  tbe  deflator  for  poss  domestic  product  of  aeofmaacial  corporate  bosmoss  witb  tbe  decmml  pomt  sMtad  tern  pieces  to 
tbe  left. 


Madirect  bosmoss  tai  aod  nontai  liability  plos  bosmoss  traosfer  paymeots  less  sobsidies. 
*Witb  OMotory  oaloalioo  aitd  capital  coosompliia  adjostmeots. 


Soorce:  Department  of  Conooerce.  Boreao  of  Econoodc  Analysis. 
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Table  B-14. — Pmonal  cmuumptiim  txptnditurts,  1939-96 
(BilNom  of  dolltn;  quortoftir  data  at  seasonally  adjusted  annual  rates] 


■  locMes  otker  Kerns  not  skewe  separately. 

’InclodM  impuled  rental  ealoe  el  oiner-emipied  tonsini. 


Seorte;  Department  of  Commerce.  Bureau  of  Economic  Analysis. 
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Table  B-13. — Rmt  ptn$mml  tmuumptitM  tfptndiums,  7959-96 
[BiMons  ol  chimed  (1992)  doNin;  qtarteitf  data  at  seasonally  adjusted  annual  rates] 


'  Inchides  other  Hems  aol  shoM  separalelir. 

’Includes  imiMted  rental  value  el  umer-eccnoied  heusinf. 
Source;  Department  ol  Commerce.  Bureau  o(  Ccouinhc  Analysts. 
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Table  B-16. — Prhuse  grus  fixed  inveitment  by  type,  19^9-96 
IPilioiH  «f  MUn:  wnrteilif  Ma  at  seasonaNy  adjustad  annual  rates] 


'  Indiidcs  otiwr  items,  iM  sktmn  staaratety. 

'Includes  new  computers  and  peripliiiB  eenipmeni  ealy. 

Source:  Deportment  of  Commerco.  dmcnn  of  Economic  analysis. 
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Table  B-17. — Real  private  greu  fixed  mvetlmeat  by  type,  1939-96 
IBiNion  d  ciuwed  (1992)  Man:  ^uarterty  data  al  seasonaUir  adjusM  annual  rates) 


■  ladMks  otkcr  itons.  Ml  skowi  separately. 

>incMes  new  csreptilers  and  peripteral  eqeipeieirt  sniy. 


Source:  Depsrteieel  ei  Ceeiwerce,  Bereae  d  Ecoooaic  Aulysis. 
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Table  B-18. — Govtnmtmt  amsttmptioii  txptmii$urts  and  gross  invessmeni  by  type,  I9i9-96 
IBMmb  of  doNan:  quMtefly  daU  at  seasonally  adjusted  annual  rates) 


Ciwreweiil  consiiwotiee  tipeiHMures  and  gross  meslnent 


Source:  OepartMeid  of  Ci— ice.  Bmaa  el  EtaMeuc  analysis. 
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Table  B— 19- — Rtal  gotxmwmi  comumpikm  apeiuiitiirti  and  gnu  invaimtnt  by  type,  7959-96 
IBtllions  of  ciiained  (1992)  tfolUn;  quartertf  data  at  seasonally  adjusted  annual  rates) 
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Table  B-20. — Imuentariet  and  final  salts  tf  Josntssic  htsimss,  1939-96 
IBMions  o(  Man.  enpt  as  noted:  seasonally  adjusted] 


iMMlonts* 

Final 
sales  of 
domestic 
busi¬ 
ness’ 

Ratio  el  inventories 
to  final  sales  of 
domestic  business 

Quarter 

Nonfarm 

Total’ 

Farm 

Total’ 

fadurmg 

Whole¬ 

sale 

bade 

Other 

Total 

Nonfarm 

fourth  quarter: 

1959  . . 

131.0 

32.1 

■e 

51.6 

18.3 

200 

9.0 

36.5 

3.59 

2.71 

1960  . . 

134.7 

32.9 

1018 

18.6 

214 

89 

37.7 

357 

270 

1961 . . 

138.0 

34.6 

103.4 

543 

191 

20.9 

9.2 

39.5 

3.49 

2.62 

1962  . . 

1458 

368 

109.0 

57.6 

19.9 

223 

92 

41.8 

3.48 

2.61 

1963  . . . . 

148.3 

339 

Mill! 

59.6 

218 

23.6 

9.8 

44.5 

3.33 

2.57 

1964  . 

154Q 

32.5 

63.2 

22.7 

24.9 

10.6 

47.4 

3.25 

286 

1965  . . . 

168J 

37.0 

Him 

68.2 

24.3 

27.7 

11.7 

52.5 

3.22 

281 

1966  . .  . 

186.2 

37.5 

HlLU 

788 

27.7 

30.1 

12.5 

55.6 

3.35 

2.67 

1967  . 

198.4 

37.0 

161.4 

85.2 

29.9 

31.1 

15.3 

59.2 

335 

2.73 

1968  . . . . — 

214.1 

408 

1738 

914 

31.7 

34.4 

16.3 

65.1 

3.29 

2.67 

1969  _ _ 

233  7 

438 

189.9 

99.0 

35.2 

37.7 

181 

69.1 

3.38 

2.75 

1970  . . . 

242.0 

42.3 

Hm 

39.0 

38.7 

19.3 

72.9 

3.32 

2.74 

1971  _ _ 

2612 

49.7 

Hnn 

103.5 

42.1 

44.9 

20.9 

79.4 

3.29 

2.66 

1972  _ _ 

289.7 

60.9 

109.4 

46.0 

50.0 

23.4 

885 

3.28 

2.59 

1973  . . 

3458 

78.1 

2678 

125.1 

548 

58.7 

29.2 

97.5 

3.55 

2.75 

1974  _ 

398.6 

68.4 

3308 

158.2 

69.8 

64.2 

38.0 

105.4 

3.78 

3.13 

1975  _ 

410.6 

728 

338.4 

164.5 

69.3 

647 

39.8 

118.0 

3.48 

287 

1976  _ _ _ 

443.4 

68.3 

375.1 

1811 

77.2 

733 

43.5 

129.7 

3.42 

289 

1977  _ _ 

4942 

73.3 

4218 

202.8 

86.6 

81.2 

50.4 

1458 

3.41 

2.90 

1978  _ 

581.9 

97.9 

484.0 

228  4 

101.9 

94.5 

591 

167.6 

3.47 

289 

1979  . . 

676.8 

114.9 

561.9 

268.7 

120.5 

1058 

67.5 

186.4 

363 

381 

1980  . 

737.5 

114.7 

6228 

296.5 

138.5 

113.7 

74.0 

2048 

3.60 

3.04 

783.1 

104.9 

6782 

318.1 

151.4 

123.9 

84.9 

2218 

3.53 

3.06 

H  'tiviiiiiiiHIVM 

768.4 

110.4 

658.0 

299.5 

1508 

123.5 

84.6 

2328 

3.30 

283 

7878 

106.7 

681.1 

302.6 

154.1 

1388 

86.4 

255.4 

3.08 

2.67 

8607 

1092 

7518 

333.4 

169.0 

1578 

918 

276.7 

3.11 

2.72 

8758 

1068 

769.1 

3253 

173.4 

171.9 

98.4 

297.7 

2.94 

288 

■titiviiiHiiMNvH 

862.7 

94.5 

7682 

314.6 

177.2 

1768 

99.5 

315.7 

2.73 

2.43 

MtaiiilllililMMMi 

927.5 

988 

829.5 

332.9 

190.6 

199.5 

106.4 

333.1 

2.78 

2.49 

'titViillllillilMMM 

9928 

102.0 

8908 

358.8 

208.5 

2138 

109.6 

3628 

2.74 

2.46 

1989 

1844.6 

103.6 

941.0 

382.1 

218.4 

232.7 

1078 

384.9 

2.71 

2.44 

1990:1 

1.051.9 

945.7 

385.9 

221.6 

2298 

HTm 

2.67 

2.40 

1.062.7 

9558 

387.5 

226.3 

234.1 

2.67 

2.40 

III . 

^■BlTll 

977.9 

401.0 

230.9 

237.3 

2.71 

2.44 

IV  . . . 

108.3 

974.1 

399.7 

232.4 

237.1 

403.4 

2.68 

2.41 

1991:1  . . 

1112 

961.1 

393.7 

233.7 

232.7 

101.0 

2.65 

288 

II 

951.0 

385.5 

2308 

233.6 

101.7 

J 

258 

2.33 

III . . 

954.1 

383.5 

2318 

237.5 

101.7 

Kita 

2.56 

282 

IV  . . 

HiJrilJ 

972 

9618 

383.4 

235.5 

240.1 

102.0 

413.1 

2.56 

283 

1992:1  . . 

18658 

105.0' 

379.2 

236.9 

240.1 

104.4 

1 

2.52 

287 

II . . 

18708 

104.1 

240.5 

244.1 

104.1 

1 

2.50 

286 

III 

1.076.3 

1048 

'ill 

242.0 

.  246.4 

103.0 

2.49 

284 

IV . .  . 

1.077.9 

104.9 

973.1 

375.5 

2458 

249.4 

103.0 

441.9 

2.44 

280 

1993:1  . . 

1.097.4 

109.9 

987.5 

378.0 

248.0 

259.0 

102.5 

4443 

2.47 

282 

1.1018 

1058 

9958 

380.5 

249.6 

261.7 

104.0 

4498 

2.45 

282 

III _ 

1.103.5 

101.7 

1.001.7 

380.1 

2528 

2638 

105.5 

453.7 

2.43 

281 

IV . . 

1.1128 

101.6 

18112 

380.9 

255.2 

267.0 

108.1 

4638 

2.40 

2.18 

1994:1  . . . . 

1.1302 

1072 

1823.0 

385.5 

257.3 

2708 

110.1 

467.4 

2.42 

2.19 

II 

1.147.1 

1038 

■K'lfM 

390.3 

2U8 

rJ 

111.9 

473.4 

2.42 

280 

III . . 

1.167.4 

397.7 

270.7 

PI 

113.1 

4823 

2.42 

281 

IV  ..  .. 

1.196.5 

■oil 

18918 

406.7 

279.8 

115.3 

4898 

2.44 

283 

1995:1  . 

12358 

1058 

1.1298 

421.0 

291.9 

296.0 

120.6 

4948 

2.50 

289 

II 

1245.9 

1012 

1,144.7 

426.5 

2978 

297.9 

122.5 

499.9 

2.49 

289 

III 

12919 

992 

1.1528 

429.5 

3018 

299.1 

122.9 

507.6 

2.47 

287 

IV 

1260.9 

100.7 

1.1602 

430.4 

304.0 

299.1 

126.7 

5128 

2.46 

2.27 

1996:1  .  .  . 

12638 

982 

1.1658 

432.7 

3078 

2945 

130.8 

519.0 

2.43 

2.25 

II 

1271.5 

1028 

1.169.0 

430.9 

3098 

2968 

132.3 

5278 

2.41 

282 

III _ _ 

1279.7 

103.6 

1.1768 

433.7 

3068 

302.7 

133.4 

5298 

2.42 

2.22 

>  Inventories  at  end  of  quarter.  Quarter-to^aarter  chanfe  calcaMcd  fro*  this  taMe  is  not  the  current-doNar  cha«te  in  business  inven¬ 
tories  (C6I)  comiionent  of  GOP.  The  former  is  the  dWerence  beboeen  tun  inventory  stochs,  each  valued  at  their  restive  end-of-quarter 
prices.  The  latter  is  the  chanie  in  the  physicat  vohnne  of  hnentaries  valued  at  averaie  prices  of  the  quarter.  In  addition,  chanqes  calculated 
from  this  table  are  at  quartet^  rates,  ahcreos  C8I  is  slated  at  annual  rales. 

>  Inventories  of  construction  establislnnents  are  induded  in  “other"  nonfarm  inventories. 

’Quarterly  totals  at  monthly  rates.  Fmal  sales  of  domestic  business  equals  final  sales  of  domestic  product  less  gross  product  of  house¬ 
holds  and  insMulions  and  of  general  gwemment  and  mdodes  a  smal  amount  of  final  sales  by  farms. 

Note.— The  iadustiy  classification  of  inventories  is  an  an  establishment  basis.  Estimates  for  nonfarm  industries  other  than  manufacturing 
and  trade  fbr  19M  and  earlier  periods  are  based  on  the  1972  Standard  Industrial  Classification  (SIC).  Manufacturing  estimates  for  1981  and 
earlier  periods  and  trade  estimates  for  1966  and  earlier  periods  arc  based  an  the  1972  SIC;  later  estimates  for  these  industries  are  based  on 
the  1987  SIC.  The  resuRing  discontinuilies  are  smai. 

Source:  Department  of  Commerce.  Bureau  of  Economic  Analysis. 
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Table  B-2I . — Rtai  immatnts  mmJ  fnud  saUt  ^  Jumtstk  butimu,  19^9-96 
IBMimb  $1  ckainH  (1992)  ddlan.  end  »  wM:  saswaly  adjusted) 


'  hmeiwits  at  i«d  •(  qiiartif.  Oiaitef  a  quarte  rtiain  caindaltd  fnm  tWs  laMt  art  at  quarterly  rates,  uBtrtas  tke  ckauic  m  kusi- 
■tss  itwMtyiiA  9t  GOf  ii  Ttiittt  il  mmmI  filtL 

’hmaterics  e(  ceastructiM  irtaMiitnett  am  iKtaded  ■  “etkeT  ttdara  Mtalvits. 

’Quarterly  tetab  at  weutMy  rates.  Heal  salts  ti  iwiitic  kusiutss  equals  liaal  sates  el  deaestic  pnduci  less  pess  preduct  el  ktust- 
ktMs  aad  iastilulitas  aad  el  ftatral  iiuerewiet  aad  iatkides  a  saal  aanat  el  liaal  salts  ky  lanas. 


iwtfgitfy  clusificsiili  if  iMMiviiS  is  m  m 
aad  trade  itr  19N  aad  tarlitr  ptrieds  art  kastd  ta  tke  19i 
carkeratrieds  aad  trade  estuaates  Itr  ISM  aad  caritr  peri 
tke  1917  SC.  Tke  lesutiac  disceatiauitiit  art  seal. 


csMBsknal  kasis.  Estuaates  Itr  aealana  iadustries  tUm  tkaa  aMaulacturiai 
ladastrial  Classilicalita  (SIC).  Maaulactaruif  tsIUaalts  iir  19S1  aad 
Id  ta  tke  1972  SIC;  later  estuaates  Itr  tkesc  Urtuslrits  an  kastd  ta 


Sturct;  Otaartawut  it  Ceauaerce,  Btrtau  tl  Ectaaauc  Aaalysis. 


323 


Table  B-22. — F»nigti  iramactiom  in  tht  natimud  incom  and  product  accounts,  1959—96 
IDMiins  ai  iMbn;  auarterta  data  at  seasonally  adjusted  annual  rates] 
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Table  B-23. — Rtal  txpt^s  and  mports  ^  f/tods  and  tarvias  and  naipts  and  paymmts  tf  fattnr 

mamt,  1939-96 

IBilwni  al  ciiaiMd  (1992)  doRan;  quaiMy  data  at  itasonaly  adiustid  annaat  ratas) 


bawts  a<  taads  aad  wwicw  laipiite  tt  (aada  lad  imicat 


■  totaia  laada,  wtaMiily  Mdilaii  aqaipaiaat  pMdimed  aad  saU  ay  tka  hdttal  GanaraaMt  an  iadadcd  B  sanieai  BatawBi  an 
19N,  rtyain  aad  adaratiaas  a(  aqaipwaat  aan  radaasiiM  fcoai  laads  k  sanicai 


Saarca:  Dapaftnaal  al  Cowawict.  Banaa  H  Ecaaaaac  Aulystt. 
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Table  B-24. — Relation  of  gms  domestic  product,  gross  natiosusl  product,  net  national  product,  and 
national  inconu,  7939-96 

(BMons  oi  Mbrs;  data  at  seasonally  adjusted  annual  rates! 


Cross 

iSJ*"  domestic 
prodwt 


LOSS: 

rWS: 

Rc^s  nt. 
of  factor  Eqoals: 

ol  facto 


Less:  Coosomolio*  of 
find  capital 


Total  Private  ^  to  ?od  ‘'IT 

ment  product 

liability  meiits 


Table  B-23. — Rdatioii  tf  muimtal  imam  and pmmud  incam,  1959-96 
{Billions  of  doNofS;  quarttt1|p  diU  of  seasonally  adjusted  annual  rales] 


>  iRCledes  rest  of  worid. 

Soofct:  DepsitMiit  of  CoRunerce.  B«rue  oi  EcoMndc  Aulysis. 
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Table  B-26. — National  income  by  type  income,  19^9-96 
IBilNons  (f  doNars;  quarteity  data  at  seasonally  adjusted  annual  rates] 


Proprietors'  income  witli  inventory  valuation 
and  capital  consumption  adjustments 


Table  B-27. — Sa$mtt  tf  pentHol  income,  1959-96 
(BiMons  tl  Mian;  qaarteitir  data  at  seasanally  adjusted  annual  ratesl 


■  Tke  total  o(  wage  and  salafy  disiMrsMMis  and 
dudes  emploiier  contriMions  for  social  insarance  an 

See  nett  ptge  hr  contmuetmi  of  tobh. 


otter  later  iacanie  ditfen  from  conpensatioa  of  emiitiyees  in  TaMe  B-2(  in  ttat  d  ei- 
d  Ite  eicess  of  wage  accroab  oucr  wage  disterseMeMs. 
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Table  B-27. — Smtrm  of  ptntmd  income,  1959-96 — Gmtinucd 
(BWiom  of  (Man;  qurterfy  Ma  at  seasonally  adjusted  annual  rales] 


Hale.— Tke  indestiy  clwsilicatisi  e(  wafc  and  salaiy  distarsemenls  and  ynmieters'  incsnie  is  on  a*  estabNskinent  basis  and  is  based  on 
tbe  1M7  Standard  Indnstrial  Classilicalisa  (SIC)  becinning  in7  and  on  tbe  19n  SIC  for  earlier  years  sbonn. 

Sanfce;  Deaeitnwnt  el  Conunoico.  Bnrean  of  honewic  Analysis. 
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Table  B-28. — Disposition  ptrsosuU  imom,  1939-96 

(Billions  of  Man.  ecepi  as  noted:  quaiteily  data  at  seasonally  adjusted  annual  rates) 


Table  B-29. — Tttal  mmd  per  capita  JispouM*  personat  ncom  and  pmonal  amsamption  txptmlittim 
in  cnrmt  and  nal  dollars,  19^9-96 
IQMMteily  data  at  seasonally  adjusted  annual  rates,  enepl  as  noted] 


1990:1  ... 

II ... 

Ill .. 

. 

IV  .. 

1991:1  ... 

II . 

Ill . 

. 

IV  . 

1992:1  ... 

II .. 

Ill . 

IV  . 

1993:1  ... 

II  „ 

. 

III . 

IV  . 

1994:1  ... 

II  . 

. 

Ill  . 

. 

IV  . 

1995:1  ... 

II  .. 

Ill  . 

. 

IV  . 

— 

1996:1  ... 

II  .. 

Ill  . 

■  PopvlatMo  of  tke  IMed  Stales  Mndai  Armed  Forces  oeerseas;  mdedes  Alaska  and  Hawaii  beimaiof  ISU. 
of  qearterly  data.  Quarterly  data  are  aecrages  for  tke  period. 

Source:  Department  of  Cemmerce  (Bureau  of  Economic  Analysis  and  Bureau  of  tke  Census). 


I  data  are  auerates 
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Table  B-30. — Gnu  smtimg  and  hnatmtni,  79^9-96— Gmtinued 
(Bam  ti  Man  eicyl  as  asM;  Mrtnly  data  at  seasonally  adjvsM  aonoal  rates] 


Table  B-31. — Mmliam  mtmy  hum  {in  1993  JolLm)  and  poverty  status  of  fawtilits  and  persons, 
iy  ran,  sdected  years,  1977-93 


fanm%'  PcfMiK  MMiM  noMT  mcoffle  (i*  I99S  dolbrs) 

-  betow  d  person  Is  i«*rs  oM  ao4  o««r  witk 

Beli» poierty  Inel  poverty  level  iocoMe>> 


■Tit  tent  ~tm»r  itfcn  te  a  poop  t(  tw  or  Mtc  person  retetet  by  birth.  inaniaK.  or  arloplion  am)  residing  together.  Every  family 
most  itekdt  t  rtfcftiKe  persat.  Pegirtriiog  1979,  based  at  haasehoMer  concept  and  restricted  to  primary  families. 

'Corroal  doEw  modian  matey  iacaaie  deflated  by  Cn-U-Xl. 

■Bior  to  1979.  data  an  ter  per^  14  years  and  aver. 

*Bastd  aa  1980  ctasn  papritatita  ctalrals;  ceraparath  nth  sacteeding  years. 

'Ratkets  aaplimtalatiaa  M  Htspaatc  poprdatiaa  caatrals;  comparable  vnln  succeeding  years. 

'Based  aa  rtviatd  methedotep;  caraparable  tidl  sacteeding  years. 

■Based  an  1990  ctasn  adiem  papabtiaa  caatralS;  comparable  rrith  succeeding  years. 


. — Pmmrty  rales  fawceat  of  person  betenr  paverty  le  .  _ 

W.  21j(  1^.115;  IM.  19.q;.196S..  lU;  1X6.  14.7;  1X7.  14i;  iXO.  12.8;  1X9.  12 


219;  1962,  21.ft  1963.19.5;  1964.  19.0;  1965.  .. 
1971 11.1;  1974.  Hi;  1975. 12J;  and  1976.  11.8 


leveO  for  an  races  for  years  not  shown  above  are:  1959.  22.4;  1960.  22.2;  1961. 

- - j  j  j 


Poverty  thtasimids  are  apdated  ead  year  to  reflect  chaagn  ia  the  consumer  price  indei  (Cn-U). 
Far  dcUds  see  “Carrtrd  hpatatian  Reparts."  Serin  P-60. 


Saarce:  Oapartmeal  al  Cearaiarce.  Braeaa  ai  the  Genas. 
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POPULATION,  EMPLOYMENT,  WAGES,  AND  PRODUCTIVITY 


Table  B-32. — PopmlathH  by  age  gnetp,  1929—96 
(DmBDitfs  of  penons] 


194  J03 

19J24 

19(J(0 

19.200 

190.712 

10.563 

200.706 

17.913 

202.677 

17J76 

205.052 

17.166 

207.661 

17.244 

209.096 

17.101 

211.909 

liOSl 

213J54 

16.a7 

215.973 

210.035 

220.239 

y  U 

222.505 

■1 

225.055 

■l 

227.726 

16.451 

229.966 

16393 

232.100 

17320 

234  J07 

17347 

236  J40 

17.695 

230.466 

17342 

240.651 

17.963 

242  J04 

10352 

245.021 

10.195 

247.342 

10300 

249.913 

10349 

252.650 

19.190 

255.419 

19306 

250.137 

19.609 

260.660 

19.734 

263.034 

19391 

265.455 

19.423 

Note.— incMes  Amed  Fortes  oierscas  befiosio(  1940.  lodsdes  Ntski  aod  HomH  I 
All  estiinotes  are  coosisteot  ■M  deceeaiarccasos  eooweratieos. 

Source:  Departneol  at  Cemwerte.  Boreao  of  Ike  Oeosas. 
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Table  B-33. — Civilian  population  and  UAor  font,  1929-96 
(MonlMy  data  seasonally  adjusted,  eicept  as  noted) 


1  Civilian  labor  lorce 

Emptoyment  | 

Total 

Afri- 

Non- 

Total 

ciri- 

aeri- 

loral 

cttftural 

Tkousands  el  pttsoes  14  years  of  age  and  over 


■Nstseassoadyadjaskd. 

>Cwiliao  Mar  km  as  pemnt  el  cMMa*  Moiostilalieaal  pooulatioa. 
’CMNm  cokhimit  as  iicraat  el  cmliao  loninstiliitiaaal  population. 
*UM«pl8|cd  as  pcmot  el  miliaa  Mnr  km. 

SaeoBf  wiofcrtaatiwMdnoffadte 
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Table  B-33- — Chnliam  pvpuLuimt  and  labor  force,  1929—96 — G>ntiniMd 
(HanlMr  Ma  seasamlly  adivsM.  ecept  as  noM) 


CiviliMi  Isfev  fsicc 


1  Eatplayaiaal  | 

Tataf 

taral 

NHh 

c^al 

IMia 
Ut-  Mmt 


Tawswih  ft  perMn  l(  years  etoftHtom 


i.m  115^ 
3.12S  llilSO 
3.119  111.423 
3.074  1U.400 
3.100  117019 
3.108  117.112 

3.128  117J41 
3.028  117030 
3.174  117JS0 
3.014  117.739 
3.1S7  118.012 
3.118  118J48 

3007  118.892 
3029  118.779 
3094  118.847 
3.429  118.908 
3.412  119049 
3099  119098 


3043  119074 
3,480  119014 
3,441  120.103 
3.488  120088 
3078  120098 
3077  121.112 


3.498  121013 

3.499  122007 
3.470  122092 
3.412  122.713 
3.474  122.994 
3.408 


3.470 
3.418 
3.480  123.788 
3.490  124.187 
3094  124090 
3.428  124.429 


7027  88019 
7049  89020 
7,740  89.984 
7024  89.794 
7072  89.781 
7.198  89018 

7.432  89099 
7003  89.748 

7001  89.738 
7090  89039 
7098  88091 
7.449  88.479 

7.498  88 
7017  88 
7023  88 
7029  88 
7.409  88 
7094  87.088 

7088  88.739 
7084  88.703 
7.402  88.497 

7002  68,874 
7031  88019 
7.119  88.790 

7078  88.478 
8010  88.949 
7043  88.770 
7.019  88.837 
7.187  88032 
7.187  88.814 


830  9.4 

830  90 

630  90 

83.4  90 

83.4  90 

83.4  90 


*IM  Strict  tigMfiMi  aik  cariw  8ala  8sc  la  aijilaliia  a<iBStawits  as  Mans:  Degaaiai  1993,  iatrsdadioa  a(  1990  ctasas  data 
addad  aOaal  800,000  la  aiaalBiaa  aad  390000  la  Mir  Iwe.  lalal  iwplayiatat  aad  aariCMaral  raialii— I-  Biiiaaan  1980,  Masiia  it 
Ms*a  aad  Haana  addidiM  900O00  la  nnMiii.  300000  la  Mar  iaica.  aad  240.000  la  aaaatricAiral  aaMjiiaaat  Baiiaaiaf  1982. 
Mradadiaa  it  1960  catsas  dala  ladacad  fMMMi  la  aiaal  90.000  ut  Mar  larca  aad  aaaliiaiei  ly  200,000.  Bifiaaiai  1972,  airadac- 
tiaa  ct  1970  ceases  data  addad  aM  800M0  la  ciaCaa  aiaiaiWaliaail  papaWiaa  aad  333,000  la  Mar  farce  aad  eawfiyaiaal.  A  salsa- 
qaaal  adiastaMal  kaiad  aa  1970  caasas  ia  Hard  1973  added  80.000  la  Mar  farce  aad  la  taadiyaaal.  Befiaaiai  1978,  ckaaias  ia  saah 
pfMi  aad  astiaMlM  aracadaras  adndacad  Ma  Ika  kaasaMd  sarvey  added  alaal  290,000  la  Mar  farce  aad  la  eanfayaiaat.  Uaaaialayaiiat 


rca  aad  eqdayaiaal.  A  salsa- 
[iaaiai  1978.  ckaafKias^ 

b  adddaSaS  acnloSoTIla 


rose  by  iboiit  0.1  bvcNlilB  piiit 

OeiMaiai  19M.  data  are  ail  tfricttr  caaBaraMe  adUi  data  iir  1993  aad  priar  years  becaase  af  tie  iatradactiaa  af  a  aiajar  tedesicn  if 
tie  Carreat  PapaMM  Sin«y  aad  calrctM  atladilic. 

fMe.— lalar  farce  data  ia  TaMas  B-33  tlraack  B-42  are  based  aa  bsasabaU  ialar«ia«s  aad  nfaia  ta  the  cafeadar  weak  iacladiai  tla 
ITtbaMlaj^^Nr  It  teraK.  ana  saavlas  asad.  bislarical  caavatabiWy  it  tba  data.  caavarabiMy  aill  alber  series,  etc.,  sea 

Saarca:  Departaiaal  at  Labar.  Bareaa  it  labir  SUtistics. 
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Table  B-34. — C  'nnl'mm  mfhywtent  and  nmrnplayment  by  sex  and  age,  1948-96 
(TlmsMids  (f  pentK  IS  lean  dttetni  nm-.  Monthly  data  seasonally  adjusted] 

I  CNiSao  (OMteyoHil  I  UocMploymMt 


Note  -dot  tettoote  S  aod  Note.  Tabk  B-33. 

Soorct:  Dtoottowol  ot  labor,  Boteao  of  Labor  Stelistics. 
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Table  B-35. — ChntiMm  tmfUfwmU  by  demographic  characteristk,  1954-96 
(TiMaMiis  fli  voan  l(  jan  dtgt  tot  am:  mmtMir  ibta  seasoniHif  adjusted) 


Nate.— See  toelMie  S  aed 
Source:  Oepartaieel  of  Lak 


Hale.  Talk 
V.  Bmcm  if  Ijbv 
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Table  B-36. — Unemployment  by  demographic  characteristic,  19^4-96 
[ThouMnds  o<  persons  16  yetn  of  age  and  over;  monttily  data  seasonaHy  adjusted) 


Note.— See  feoiaolc  S  i 
Source:  Departaieal  of  I 


I  Note.  TaMe  B-33. 

Nc.  Bureau  of  tabor  Statistics. 
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Table  B-37. — Civiliam  Mtr  fort*  partidpatiom  rat*  ami  tmplopmtUlpepmlattmt  ratio,  1948—96 
IPtfCMi:'  MoniMy  toU  seisonjMy  adiusMl 


■  CiviNM  labor  iorco  or  cmbao  eiR|iloy«ett  as  pemil  oi  CMban  noaiastilatioiat  popalatioa  ia  poup  spocifM. 

Note  — Oata  relate  to  persoas  16  years  at  ate  aa«  Mcr. 

^  footaote  5  awl  Note.  Table  B-33. 

Soarce:  Departawot  ol  labor.  Bareaa  al  labor  Statistics. 
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Table  B— 38. — Civilian  labor  force  participation  rate  by  Jtmographic  characteristic,  1954-96 
|Pertcnt-‘  nwntMy  data  seasonally  adjusted] 


Table  B-39- — Civilian  tmplaymtntlpopulatian  ratio  by  demographic  characteristic,  1954-96 
ItacMt'  RMMtMir  data  seasMialty  adjusted] 


‘  Cieiliie  eaipleifaieid  as  pereeat  at  ciwiiia  MiiirtitatimI  pipeliliia  ia  |w«p  spedtiid. 
Note  — Data  relate  to  penoas  It  oeors  o(  ace  aad  oner. 

See  teotaate  i mi  b43. 

Soorto:  DepoitMeot  ol  lakoi.  Boroo  oI  Laltr  Statistics. 
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Table  B-40. — CivUiam  mmtmflufwnU  raU,  1948-96 
ItacML'  moitMi  tfiU  MiMWlly  adjHStntl 


Holt.— Data  relate  to  penan  16  wars  ol  aie  aid  owr. 
See  lootiote  S  aad  NotTTable  B^. 

Soorct:  OepaitMeot  el  lator,  Borean  of  Later  Statistics. 
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^  UitiiVliytd  ts  pcfCMt  tf  civiiMi  lifev  fnt  ii  iptcifictf. 
No((.-teNoit.TaMtMO. 

Sowct:  OtpirtiiiNl  (( Ubir.  Bmcm  •(  Utir  StolirtiB. 
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Table  B-42. — Untmploymtnl  by  Juration  and  reason,  19^0-96 
ITImisands  of  penons.  ocept  as  noteP;  monthly  data  seasonally  adjusted'] 


Reamn  lor  onemptoyment 

Averaie  Job  losers' 

ImeM)  ’5™“"  - - -  Job  New 

lion  Total  J^ri  Wl**'  ws  “*"*  Irants 

12.1  . . 


Dotation  of  onewpleynieiit 


less  27 

than  5-14  15-26  |  weeks  " 

5  weeks  weeks  i  and 

weeks  over 


A 

$ 

i 

1 

i 

1 

5 

fl 

N 

D 

rf _ 

mo _ 

u _ 

1 

■  Becaose  ol  independent  seasonal  adjastmenl  of  tke  varioos  series,  detail  wiH  not  add  to  totals 
'Data  tor  1)67  ly  reason  tor  onewploynient  ate  not  eqnal  to  total  unemploymeiit. 

'Bofinaini  Jannaty  1994,  job  losers  and  persons  who  conmMed  temporary  jobs. 

Nett.— Data  relatt  to  persons  16  years  oi  a|t  and  oner. 

Sec  faalnsit  5  and  Note,  Table  B-d3. 

Seortt:  Otpartmenl  of  Labor,  Borean  of  labor  Statistics. 
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Table  B-43. — Umn^ltyrntmt  tnsHrmmt  programs,  sdtcttd  data,  1963-96 


dKa  an  seiMaalh  adjasted. 

■  ladadts  ptnaas  aadar  tke  sMt.  UCfE  (Fadeni  tmHim,  effadiw  Jaiaaiy  1955).  RRB  (Radread  RatinaMM  Baard)  pnpaais,  and  OCX 
(aaaaiplOMiaat  cansaasatiaa  far  aa-ianicaawadiats.  aflatiiiia  Octatar  1951)  prafrana. 

’lactam  State,  UOT,  RR,  UCX,  UCV  (aaaaiplaaiaaat  caaipaasatiai  ter  aataraas,  Octabar  1952-)aaaanf  1960),  and  SRA  (SaraicaaHa'a  Ra- 
a^astMcat  Act  S^niicf  1944-$cpteiatcf  IKl)  (lapaan.  Aha  iachdes  Federal  aad  State  eiteaded  teaefit  preiraaB.  Dees  aot  iaclada 
FSB  (Federal  sappteaMtal  beaelits),  SUA  (apecial  aaeaiptewaaat  asshtance).  Federal  Sapphaieatal  Canpenatiaa.  and  Eaiefiency  Uaeaiptoy- 
ncat  CampensalNa  prapaas.  cacapt  as  aated  ia  faataate  9. 

’Ceaarad  wrkarsatka  kaaacaaipleted  at  least  1  neat  af  aaaaplawwat. 

’Aaaaal  data  an  act  aanaats  aad  nnatlrip  data  an  pass  aawaab. 

’ladividuals  racewiai  fiaal  payneats  ia  beaefR  year. 

*Fnr  total  aaaaditeyiaat  aaly. 

'Prapaan  iaclada  Paarto  Ricaa  saprcaaa  laarkars  far  iailial  cteian aad  iasarad  aaeaipfeyaieat  bapaaiai  Jate  1963. 

■latest  data  aaaiable  far  aR  popams  caaiband.  Nartars  cawrad  by  State  prapaais  acceaat  far  abaat  97  parceat  af  asp  aad  salary 


■lachidini  Eawpacy  Uaeawlayiiiaat  Caaaiaasatiae  and  Fadaral  Ssfpla«calal  Ceaipeasatiaa,  total  baacTits  paid  far  1992  aad  1993  awrid 
be  apprnaanalcly  (ia  awliaas  aldolhrs):  fp  l992. 39,990  aad  ter  lj99y34J76. 

Saarta;  Oapartneal  of  labp,  EmplayiRent  aad  Traiaiai  Adaaaiittaliaa. 
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Table  B— 44. — Empioyees  on  nonagricultural  payrolls,  by  major  industry,  1948-96 


(ThousatMh  at  penons:  nwnttihr  data  seasonally  adjusted) 


Note.— Data  in  Tallies  B-44  aad  M5  are  based  eo  repaits  Non  employMi  estabUslMieiits  and  relate  ts  full-  and  part-tiiae  m|c  aid  sat- 
aiy  workers  i*  Nnairic«lt«ral  estabkslMieiits  wbi  rcceiwd  pay  lor  an  part  of  tke  pay  period  wbick  ioclodes  the  IM  of  the  Month.  Not 
comparable  with  labor  force  data  (Tables  B-33  thrancb  B-42),  wbck  inchide  proprMars,  seU-eMploiied  persons,  domestic  scnants. 
See  oert  pete  for  cootmotioo  of  tetfe. 
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Table  B-44. — Empioym  on  m»agriailttir<d  paynlh,  ij  majtr  imtustry,  1948-96 — G>ntinucd 
(TIvMunds  «<  pecMK:  muMf  daU  xasmaly  a^nsM) 

~|  Swww  |w*Kii|  iadnlnK 


Note  (cont'd).— wtiick  couat  porsMS  as  twpla>ail  iriwa  tkay  an  an  at  awk  bacaasa  a(  iatfastrial  dispotas.  bad  waalbaf,  ate.,  awn  if  tbay 
aca  aai  paid  for  the  tiaw  off:  aad  akick  ait  kasad  ta  a  saatete  t(  the  atekiac-aia  papatatiaa.  Far  dascriplioa  aad  dalads  of  tbe  various 
estabksbaieiit  data,  saa  taiploiiaiaat  aad  Eaniais.’' 

Source;  Departawiit  af  labar.  Bureau  af  labar  Statistics. 
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Table  B— 45. — Hours  and  tamings  in  priuste  nonagricultnral  indutries,  19^9-96' 
(MontMy  data  seasonally  adjusted,  eicepi  as  noted] 


rear  or  nmith 

Anerafc  Mekly  hours 

Average  hourly  earnings 

Average  weekly  earnings,  total  private 

Total 

privale 

MaaalactvrMi 

Total  private 

Maav 

IK- 

Ivriag 

(current 

doWarsI 

_ 

Level 

Percent  change 
from  year 
earlier’ 

Total 

Over- 

tiaw 

Current 

dollars 

Current 

doNars 

1982 

dollars’ 

1982 

dollars’ 

1959  . 

. 

..... 

39.0 

408 

2.7 

$202 

$6.69 

$219 

$78.78 

$26086 

49 

42 

I960  . 

38.6 

39.7 

28 

2.09 

679 

2.26 

26192 

2.4 

4 

1961 

38.6 

398 

2.4 

214 

688 

2.32 

265  59 

24 

1.4 

1962  . 

387 

40.4 

28 

2.22 

7.07 

2.39 

ji 

273.60 

40 

3.0 

1963  . 

38.8 

40.5 

28 

2.28 

7.17 

245 

278.18 

3.0 

1.7 

1964  . 

387 

40.7 

3.1 

2.36 

733 

2.53 

91.33 

28363 

3.2 

2.0 

1965  . 

388 

41.2 

3.6 

2.46 

7.52 

2.61 

9545 

29190 

45 

29 

1966  .  - 

386 

41.4 

3.9 

2.56 

762 

2.71 

294.11 

3.5 

.8 

1967  .  .  . 

38.0 

40.6 

3.4 

268 

7.72 

282 

BTitltti 

293  49 

3.1 

-.2 

1968  . 

37.8 

40.7 

3.6 

2.85 

7.89 

3.01 

107.73 

298.42 

5.8 

1.7 

1969  . . . 

37.7 

40.6 

3.6 

304 

7.98 

319 

114.61 

300.81 

6.4 

.8 

1970  . 

371 

39.8 

3.0 

323 

8.03 

3.35 

Bmj] 

4.6 

-.9 

1971  .  . 

36.9 

39.9 

2.9 

3.45 

8.21 

357 

127.31 

303  12 

6.2 

1.7 

1972  .  . 

37.0 

40.5 

3.5 

3.70 

8.53 

3.82 

KHl 

315.44 

7.5 

4.1 

1973  ,  . 

36.9 

40.7 

38 

3.94 

8.55 

4.09 

145.39 

315.38 

6.2 

-.0 

1974  .  _ 

, 

36.5 

40.0 

3.3 

4.24 

8.28 

4.42 

154.76 

302.27 

6.4 

-48 

1975  .  . 

36.1 

398 

2.6 

453 

8.12 

483 

163.53 

KMlI] 

5.7 

-3.0 

1976  .  . 

36.1 

40.1 

3.1 

486 

8.24 

5.22 

175.45 

297.37 

7.3 

1.5 

1977  .  . 

36.0 

40.3 

3.5 

5.25 

8.36 

5.68 

■  f  sKiJl 

7.7 

1.2 

1978  .  . 

35J 

40.4 

3.6 

5.69 

8.40 

6.17 

B!ui-tl 

7.8 

-.0 

1979  . 

35.7 

408 

3.3 

616 

8.17 

6.70 

219.91 

291.66 

8.0 

-3.1 

1980  . 

35.3 

39.7 

28 

6.66 

7.78 

7.27 

235.10 

274.65 

6.9 

-5.8 

1981  . 

35.2 

398 

28 

7.25 

769 

7.99 

255.20 

270.63 

8.5 

-1.5 

1982  .  . 

34J 

38.9 

28 

7.68 

7.68 

8.49 

26786 

267.26 

4.7 

-1.2 

1983  . 

35.0 

40.1 

3.0 

8.02 

7.79 

883 

280.70 

272.52 

5.0 

20 

1984  .  . 

35.2 

40.7 

3.4 

8.32 

7.80 

9.19 

29286 

274.73 

4.3 

8 

1985  .  . 

34.9 

40.5 

38 

7.77 

9.54 

29909 

271.16 

2.1 

-1.3 

1986  .  . 

34A 

40.7 

3.4 

7.81 

9.73 

30485 

271.94 

1.9 

.3 

1987  .  .  . 

348 

41.0 

3.7 

7.73 

991 

312.50 

269.16 

2.5 

-1.0 

1988  .  . 

34.7 

41.1 

3.9 

7.69 

1019 

322.02 

3.0 

-.9 

1989  .  . 

. . 

- 

34.6 

41.0 

38 

9.66 

7.64 

10.48 

33484 

3.8 

-1.0 

1990 .  . 

348 

408 

10.01 

7.52 

1083 

34585 

259.47 

3.3 

-1.8 

1991  .  - 

.... 

34J 

40.7 

10.32 

7.45 

11.18 

353.98 

2.5 

-1.6 

1992  .  . 

34.4 

41.0 

7.41 

WEH 

2.7 

-.2 

1993  . 

.... 

345 

41.4 

r 

7.39 

11.74 

373.64 

28 

-.0 

1994  . 

„ 

34.7 

42.0 

■tiTl 

7.40 

12.07 

38586 

256.73 

3.3 

.7 

1995  .  . 

34.5 

41.6 

11.44 

7.40 

12.37 

394.68 

255.29 

28 

-.6 

1996' 

— 

..  - 

34.4 

41.6 

48 

1182 

7.43 

12.78 

406.61 

255.73 

3.0 

2 

1995:  Jao 

34.7 

428 

48 

11.30 

7.40 

12.22 

392.11 

256.78 

2.6 

-.3 

frt 

34.5 

41.9 

4.7 

■nni 

7.39 

1285 

390.20 

255.03 

3.2 

8 

Mar _ 

. 

34.5 

418 

4.6 

■TfT] 

7.37 

BTjra 

254.42 

2.1 

-.9 

. 

■  .. 

. 

34.6 

418 

4.4 

■iKtI 

7.39 

B»ffi 

255.68 

2.3 

-.9 

Sty  ..... 

. 

■.. 

348 

41.5 

48 

■ifTi 

7.36 

251.63 

.7 

-2.5 

luae  .... 

- 

34.4 

418 

48 

11.43 

7.39 

B  :  ii 

254.16 

2.2 

-.8 

luly  ..... 

348 

418 

48 

11.47 

7.41 

H  \  R 

255.80 

2.8 

-.0 

Auf . 

. 

34.4 

41.5 

48 

■IKI] 

7.39 

BtTi^ 

254.34 

2.4 

-.1 

Sept .... 

. 

.. 

. 

34.4 

41.5 

4.4 

11.52 

7.42 

255.34 

2.4 

-J 

Oct  . 

. 

34.5 

41.4 

48 

11.55 

7.42 

^B  '  ^ 

Bttrtj 

255.93 

2.0 

-.6 

Ntv  ...... 

. 

.  ... 

. 

34.4 

418 

48 

11.59 

7.44 

^■T~T 

BtnF/i 

255.91 

2.3 

-.1 

Occ . 

-  - 

- 

- 

348 

418 

48 

11.61 

7.44 

12.51 

398.22 

255.11 

2.1 

-.4 

1996:  Jan 

338 

40.0 

4.1 

11.62 

7.41 

B 

392.76 

250.a 

.2 

-2.5 

Feb  . 

. . . ^ 

. 

348 

41.4 

48 

7.42 

401.93 

mi  Z 

2.7 

.0 

Mar 

. . 

34.5 

418 

48 

■•*  .1 

7.40 

402.96 

3.1 

.3 

¥ 

. 

348 

41.5 

48 

Jf/l 

7.40 

’#  21 

402.00 

2.6 

-.3 

iSy 

— - 

348 

41.7 

4.6 

B/1 

7.39 

401.51 

3.6 

.6 

June  . 

„  - 

- 

34.7 

418 

4.6 

7.44 

12.77 

410.50 

Mt 

4.6 

1.8 

July  .. 

348 

41.6 

4.4 

1181 

7.41 

12.79 

403.90 

253.55 

2.5 

-.4 

Au|  . 

. 

. 

34.4 

41.7 

48 

1187 

7.45 

1289 

408.33 

256.17 

3.5 

.7 

Sept  . 

.  . 

. 

34.7 

41.7 

4.5 

11.91 

7.45 

1287 

413.28 

258.46 

4.4 

1.4 

Oct  . 

. 

. 

348 

41.7 

4.4 

11.90 

7.42 

1288 

408.17 

254.47 

2.5 

-.5 

Nov' .... 

„ . 

. 

34.5 

41.7 

48 

11.99 

7.45 

12.93 

413.66 

257.09 

38 

.5 

Doc' .... 

-  - 

348 

42.0 

4.7 

12.05 

7.47 

13.01 

419.34 

259.98 

5.2 

1.8 

■Far  production  or  ooosiipervisary  oporkers;  total  Miides  private  iadostry  irovps  sOom  in  Tabk  B-44. 

'Cvrrent  dollars  dwidcd  ay  tko  coosoaMr  price  Mci  (or  orbaa  vaie  earaors  and  clerical  wikers  oa  a  IMJzlOO  base. 
’Percent  chaaies  are  based  on  data  that  are  aot  seasonally  adjastcd. 


Note.-See  Nate,  Table  B-M. 

Source:  Oepartawot  of  labor.  Bureau  a(  Labor  Statistics. 
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Table  B-46. — Empitymtnt  cut  inJtx,  prhatt  induitry,  1980-96 


^  tiiploytf  costs  fof  oMptofoo  btotfits. 

Ntit.— Tk(  (Mt  Mdn  d  *  MeiMK  if  tkt  ckmi  d  lit  cad  if  Ww,  Im  Imi  tke  Mllae*ci  of  emptoyiaeit  shifts  imMi 

KCupdiMH  Md  iadasirics. 

Oita  adadc  tana  Md  laaselMld  Mfkm. 

Thraufk  Dcccadcr  1981,  peicHl  chaafis  an  based  aa  wwaadid  daU;  ttifcaftcr  chaafis  an  based  on  iadexes  as  peMished. 

Saefte;  OepartiKal  af  labac,  Benaa  ef  labai  SMdtics. 
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Table  B-47. — Pmbtrtivity  and  rdaitd  JaSa,  bmiimss  uctor,  1939-96 
IMo  nuMtan.  199?b100;  qoafteily  data  xasonafly  adjustedl 


■Output  refers  to  real  gross  deraestic  predict  arigiHMt  ti  tie  sector. 

’Hours  at  emk  of  aH  person  eagaged  ia  tie  sector,  iacladiag  kaurs  of  proprietors  aad  uapaid  itmitf  warkoa  Estimtes  based  pranrilp 
01  ostoblisliRioit  dots. 

■Wages  and  salaries  of  employees  pbts  ta»layirs‘  coatribalion  for  social  iisuraace  aad  prorate  beaeft  plaas.  Also  iacludes  aa  estaaate 
of  wages,  salaries,  sad  suppteiaealal  paymeits  to  the  setf-maptoyed. 

■Hourly  caameasalioa  dorided  by  tbe  coasuawr  price  total  to  ad  urbaa  coasumers. 

■Current  dour  output  dorided  to  the  output  iaon 


Source:  Departmeal  of  labor,  Bureau  at  labor  Statistics. 


Table  B-48. — Clumgu  m  pndmtivUy  smd  rtimud  Jmta,  kmimss  mt9t,  2960--96 

C^WIfB  IbM  pfWtBif  pMiOd;  fHMlBly  MS  It  Sti9IM%  idlMSM  IMMlI  fSlK] 


>Wsgts  Md  sslvits  if  MBliyits  piM  Mpliiifs'  CHlriMiMB  Iw  nciil  mwim  mI  priMli  bmft  pfirt.  Mn  ^hHtu  m  tstiMti 
if  wdfiSi  sitofits,  Md  sinlMMilsl  piyMNls  fv  tfei  siB^iBiQWd. 

^HNrtV  dBpttSltill  PMdid  If  tit  CWMMf  friCt  MdB  lif  il  wlw  ctmwfs. 
iCinfit  difif  ntpil  dWdid  If  Hi  iitpil  wAl 

IMi. '  NfciiA  diAfK  tft  Inid  M  ifi|Ml  drtt  Md  Mf  diffB  sii0dlf  liMi  plfctil  ciMfK  Imd  M  itdttts  ii  TiMi  B-47. 
Surat;  DtMrtuMl  if  LMv.  Bmim  if  LMir  Statistics. 
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PRODUCTION  AND  BUSINESS  ACTIVITY 


Table  B— 49- — Imbutrud  pnductitm  iwJtxes,  major  industry  divisions,  1947-96 
(IWslOO;  moMMy  data  seasanalty  adjusted] 
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sli  I 


Table  B-30. — Imkitriml  prmbutim  imkce,  msrktt  gmipingi,  1947-96 
IDUslOO;  mbUi^  Mi  Msmlir  MhM) 


■Tm  ciimin  in M  |K <*>■  <M*>C X  wiiitictwd  tin  mt  mM»t 'm  Mai  wuMMl,  M  Ml  ■  Mlail  sMm. 
Satin*;  Baai*  af  Cawraan  al  Ik*  Fadanl  laain*  SfiM* 


367 


Table  B-31. — Imhutrud  pnJuftiM  imUxts,  seltcud  Manufactum,  1947-96 
(1917=100;  mntMy  data  seasonally  adjusted] 


SoartC:  Beard  •(  Garemis  el  tie  Federal  Resene  Systeai. 
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Table  B-52. — Oipmatj  m^huaiom  mta,  1948-96 
(tacMfc*'  Ms  SBSMnNy  sMs^^ 


n 

Table  B-53. — New  camstmctioH  activity,  7959-96 
IVahie  put  in  place,  billions  at  MaiS;  montMp  data  at  seasonally  adjusted  annual  rates] 


■Beginning  IMO,  larni  residential  tiMags  iadided  in  residealial  baiUingS;  priv  to  1960,  incinded  in  nonresidential  buddings  and  otber 
construction. 

r  Includes  residential  unprowents.  nut  sboun  separatoly.  hiar  to  1964,  alsa  ndades  nanbousekeeping  units  (hotels,  motels,  etc.). 

’Office  buddings,  mnnouses.  stares,  lestaannts,  garages,  etc,,  and,  begiaaing  1964,  hotels  and  motels;  prior  to  1964  hotels  and  motels 
are  included  hi  tabi  residential. 

’Religious,  edacalioial,  hospital  and  mstMisnal,  auscelancaus  nonresidentiat,  farm  (see  also  footnote  1),  public  utilities  (tekcammuni- 
cathHis.  gas,  electiic.  raaroad,  and  petnham  pipelines),  and  al  other  priuale. 

’Includes  Federal  graats-in-aid  far  State  aad  local  projects. 


Source:  Department  at  Commeree,  Bureau  of  the  bnsas. 
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Table  B-54. — New  hemehig  units  started  and  amthoraed,  1959-96 
Utmaweds  d  weds] 


■  Utits  M  stHKlim  Dwt  to  pmato  towitotw  fw  sak  to*  ciwpfctin  to  lical  ptMic  bwHing  aittariliM  wtn  tto  DtpartMciil  d  Hms- 
M(  a*d  Urbaa  OcvelopaMi  ‘Tmkq;jiaM  an  dassilM  as  piMto  totstor  MiMaiy  toasiag  starts,  Mctodiai  Hwse  fMancad  Milk  awt- 
lagts  iasiired  bg  FHA  aadat  Stdtoi  MO  si  tto  Ratianl  Htostoi  tot.  are  toctoded  is  psbtok  SHSid  starts  and  SKladad  Iran  total  privatf 
starts. 

'tathorired  by  issaaace  af  heat  bsildiai jM;  to  IS/lOO  panreMssaiM  placts  bHMsf  1994:  is  I7J)00  jdacts  to  1984-93;  is  16.000 
pism  to  1978-83;  is  143100 placts  toT9n-77;  to  133100 placss  to  IxrTTto  12.000  (tocss  to  li63-6Miid  to  103)00  ptocts  prior 
to  1963. 

’Nst  aasdable  stparatoly  toptostosJassary  1970. 

rScrias  discssttosed  Dsetstotr  190. 


Sssret;  Oepartswst  si  Cssisrerce.  Bsreas  d  tto  Oitsss. 
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Table  B-33. — Mamrfacturimg  and  trade  tales  and  inventories,  7934-96 
lAMWb  M  MMiHB  if  Man;  MtntMr  Ma  seasoMlIy  adjustad) 


1990  . I  545.909 

542JI5 
5t7.l76 
595.240 
637.5(1 
679.700 

1995  Jan .  670.7M 

Feb .  (70.696 

Mar .  671.939 

Apr .  (70«( 

Uil .  (76.(90 

June .  (81J43 

July .  677.107 

Au|  .  (85.051 

SeiX .  (8(322 

OcT .  (85.(38 

Nov .  (90.2(3 

Dec .  (95.490 

1996:  Jan .  (90.(92 

Feb .  (99308 

Mar .  700353 

Apr .  709.541 

May  ......  715.130 

June  .  711.7(0 

July .  719.176 

Au| .  717332 

Sept  .....  722.(91 

OcTn ......  725.787 

Nov>' .  729330 


3«  30378 

.%  30.922 

34  33358 

.53  35.058 

31  37331 

31  40.995 
44370 
4(.48( 
50329 
53301 

(5  52305 

(2  55.906 

35  (3327 

33  72.931 

84.790 
39  8(389 

36  98.797 

33  113301 

34  126.905 

32  143.93( 

St  154391 

33  1(8.129 
1(3351 

St  172347 
33  190.(82 
St  194.538 
36  194.(57 
30  206326 
224.(19 
32  236.(98 

.52  242.(86 
.53  239347 
1.48  250394 
1.45  2(0.635 

1.41  278352 

1.43  297344 

1.40  294398 
141  294305 

1.42  295337 

1.44  293.156 

1.43  295351 

1.43  29(377 

1.44  293.901 

1.43  299308 

1.44  300.754 

1.45  299324 
1.44  300.755 
1.42  301384 

1.44  298.(85 
1.42  M1.7(3 
1.42  300.(46 

1.41  308.003 
139  311303 
.40  308351 

39  312.400 
.40  312347 
39  315.1(0 
39  315310 
39  318380 


14.095  20.926  1. 

15.321  22.7(9  1 

15311  23.402  1. 

16.(67  24.451  1. 

16.(96  24.113  1. 

17.951  25.305  1. 


■  Annual  data  are  averaies  al  aMalMy  aal  saanaaNy  adjasted  liiares. 

’Seasonally  adjusted,  end  al  paiiad.  Nweatariis  betiaaiat  January  1982  hr  maiulacturini  and  December  1980  hr  nbohsale  and  retail 
trade  are  not  comparabh  nilb  aarier  pariads. 

’Inventory/sales  rath.  Aanaal  data  are;  bepMuai  1982.  auaraies  al  aMthh  ratios:  hr  1958-81.  rath  al  December  inventories  to  monthly 
averaie  sales  hr  the  year;  and  hr  earlier  years,  rraiihted  avaraies.  Manth^  data  are  rath  ol  hvenlorhs  at  end  ol  month  to  sales  hr 
month. 

Note.— Earlier  data  are  not  strictly  canvaraMe  udUi  data  befhahf  1958  hr  manulactnrhi  and  beyhniny  19(7  lor  vdhhsah  and  retail 
trade. 

Source:  Department  ol  Cianaerce.  Bateao  al  the  Censas. 
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licicici 


isiiiiiill  liiSiSIsifi  isiiii  i 


Table  B-36. — Mam^mctiinn’  shipmtMi  amd  inventorits,  1954-96 
PMiom  ti  Mm;  MndUy  Ma  seasonally  adjusM] 


DofaMi  |nOs  inOostfies 


Nala- 

rials 

mik 

m 

FamM 

ratal 

Mala- 

hals 

and 

pwe- 

laads 

and 

saaaOK 

m 

saaalias 

6.040  17.002 

6J4S  11.664 
7.565  20.195 

0.125  20.143 

7416  20.009 

8J17  20.901 

9422  21.449 

9.039  22J75 

9.647 


NoodofiOli  foods  iidosifits 


0.167  2.440 

8.556  2471 

0.971  2.721 

0.775  2.064 

8.676  2J27 

9094  2.942 

9097  2.947 

9405  3.100 

9036  3404 

10.009  3.420 

10.167  3431 

10.a7  3025 

11.197  4426 

11.760  4.431 

12420  4052 
12.753  5.120 

13.168  5471 

13.606  5070 

14.677  5.998 

10.147  6.729 

23.744  0.109 

23465  8034 

25047  9.929 

27407  10.961 
29.619  12.005 
32014  13.910 


^Aaaeal  data  aia  aesfafts  al  aMaUiB  aB  scasanaif  adanlad  Oaans. 
>Saaaana0y  adiastad.  and  a(  oariad.  rata  Itfiaaiai  196  an  aal  amtm 

Me.— Ma  kaoMaf  1950  an  eat  ilrictlif  sawaanMa  wtn  eaiiei  data. 
Saana-.  OaaaitnMat  at  Canaaiict.  Banaa  at  Be  Cansas. 


22019 
22005 
23410 
23036 
57.975  24.642 
6.041  25.655 

50456  24016 
59422  25. 
60.401  25. 
60076  25. 
61430  25. 
61.910  25. 

61.968  25494 
6.057  25.554 
62467  25.722 
62.043  25.623 
6405  25.610 
62.041  25.655 

6.150  25099 
62.116  25.067 
61423  25027 
61404  25.909 
60.708  25.900 
60472  25.920 

60446  25014 
60.128  26.100 
60424  25.900 
60467  26.097 
60.493  26449 


I  data  far  ariaf  pariads. 
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Table  B-57. — MMtmfmcturm’  mw  and  unfilled  orders,  19^4-96 
IAmmIs  m  mtmK  $1  Man.-  monthly  data  saasonally  adjusted) 


'  Ansul  data  are  awrafes  •(  ■ 
>Sea»iially  adjusted,  ead  tl  pa 
’Ratio  of  eafilfcd  «Ms  at  end 
soMihi  adjvsted  data  fm  Decemte 

Note.-OaU  befiMiai  1958  an 
Source:  Depiitmeat  at  Oommen 


moMMlr  aal  seasoai%  adjasted  fi|iires. 


at  periad  to  sNpmeats  iir  period;  eacludes  industries  with  no  unfilled  orders  Annual  fiiures  relate  to  sea- 
r. 

!  aal  strictly  camparahte  ottk  earlier  daU. 
c.  Baraaa  of  the  Ceasas. 
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PRICES 


Table  B-38. — Consumer  price  indexes  for  major  escpenditure  classes,  1934-96 
(F«  iN  urban  consuntn;  I982-S4-IOO) 


'  laclMlts  alcahalic  bever^as,  aal  sbaM  saparaMy. 

'HauMlMM  faals— fas  (piM).  ehcliicily,  faet  ail  ate.— aad  uMtar  faal.  Matar  ail,  caalaal,  ate.  alls  Mdudad  nraufk  im. 
Nata.— Data  bafinnini  1983  iacarpacala  a  raalal  apuwalaaca  awasura  tor  Imaaawnan’  casts. 

Sautca:  Dapartiaant  at  latw,  Barcaa  at  labar  Statistics. 
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Table  B-39. — Ctmumtr  pria  imkxu  fmr  stbcttd  clatm,  1934—96 

|f«  Bl  MfeM  cn— 11;  1912-MbIOO.  eEiyi »  mMI 


rm  wtt  Imihh  SMki  FmI  Md  Mwr  itWHts 

1  tad  I  Mm' carts  I  I  I  taB 


*  Iwdidw  ilnMic  fetwcMn,  Ml  sImm  XMralih. 
>D(CMlta  ISK^IOO. 

ta  Mrt  Md*  Br  cMAlMiftM  UMl 
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Table  B-59. — Ci 


mummir  pria  imimi  fir  stUcud  txfemdittm  tUtm,  1954-96 — Gmcinued 
(fir  il  MtM  CHUB;  I9I2-84>100.  enpl  as  mM) 


•Mc.-Sm  Note.  TaUe  B-Sl 


Source:  Depaftmeel  if  latar,  Bmao  of  latai  SMitfics. 
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Table  B-60. — Cmuiiiii€r  prkt  inJtxts  for  ammodit  'm,  semkts,  atid  speciaJ  groups,  1954-96 
[For  aH  tNton  canumcn;  1982-<43l00.  nccpt  as  noted) 


■  CPI-U-Xl  is  a  mdai  CMMaknct  aporoadi  to  twnwoMiers'  costs  hr  toe  consoner  prict  ind»  hr  years  prior  to  1983.  toe  tost  year  hr 
atiito  toe  official  min  tOPUD  incsrparates  sock  a  measare.  CFMHIl  is  retased  to  toe  December  1982  value  ol  toe  CPM)  (1982- 
84^100);  tons  K  is  identical  oito  CPMIdata  hr  Decemticr  1982  and  al  sobsei^nl  periods.  Data  prior  to  1967  estimated  by  moving  toe 
series  at  tke  same  rate  as  the  CPMI  hr  eack  year. 

Note.-See  Note.  Tabh  B-S8. 


Source:  Department  at  labor.  Bureau  o(  labor  Statistics. 
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Table  B-61. — Citmga  m  ^tcml  nmtmtr  price  mdtxtt,  1938-96 
Ite  al  MfeM  ctmuMiS;  pooni  ctaofel 


'  CteiiK  tfow  Otcwrtif  h  ntctiiBii  iw  tmri  m  nPjiim 

Note  -Set  Note.  TiUi  B-SE 

Soortt;  Doooitiiietl  tl  Utar.  Bonn  of  Lilw  SMtetics. 
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Table  B-62. — Chamga  in  tmmimtr  pria  hukxts  for  arnmeJitia  and  strvkts,  1929-96 
Ita  al  wtaM  MwiweB:  peicenl  chanie] 


fiNi  DioniIv  Ii  OicMfev  vt  taMtf  li  wndjisltd  Mncs. 

taila-CHt&d).  (Mriciy.  M  A  ilc.-«rt  wm  fML  Motor  oil.  coobot.  etc.  obo  ModtO  tkroofli  1982. 
Noli.-SoclMlc.TaHlB-6B. 

Sooroo:  Ocoortnofll  of  Lofeoi.  Bomo  of  toOir  9ti1*Tt*Ti 
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i  iiliiii  iisisiisii  siisiisisi  sssi  uzm 


B-63. — PnJmtr  pria  tmJtxtt  ty  stage  ef  pnaahtg,  19^4—96 
liaOMlOO] 


**"*““*  "■***»  «» hit  t«»»b  H<  crnmtim  t»  ittwiiin.  M  dm  «t  at¬ 


ilt  met  me  fa  rwtimahuelUtk. 
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Table  B-63. — PnJuar  pria  imhxa  by  ttmgt  ^ promsing,  / 934-96— Continued 
(1M2-1001 


NKHNUdiitt  mlmiis.  sepe^its,  Md  cinpMMU 


Cradt  MitiHb  Iw  Ipftktr  pioctsMi 


Fieds 

TtUI  and  Olwr 
tMdS> 


Fdid- 

hS  Cm 

c.  I  («  I  ^  1^.  Sdpplil*  TdUl  Md 

JSk-  cdMK-  wSn-  551; 

tariiC  tiM  cams 


>liittriMdiale  autcriab  hi  had  aunalacttriai  aid  hads. 
Source:  Deputneil  H  latw.  Bucm  tl  labar  SMisiica. 


372 


i  ii  iiiii  iiiis  issii  is 


Table  B-64. — Pnirntr  pria  hmleut  ky  sutgi  tf  pmtssimg,  sptcuJ  grmps,  1974-96 
I1M2-I00) 


*  littrMdiitt  Mliriili  Iv  Ini  MiifMMM  Mi  iMiL 

»D«U  Um  bm  rtvM  ttrai^  AiCHim?  to  rtotocl  tot  MtitobiMy  if  bit  rtptrts  mi  ctrrtdiom  by  rtsponieirts  At  itU  are  Mb- 
itct  to  ffvtyfftft  4  Mitot  illtf  tfifiMi  ptoictoitt. 

SMTCt;  OtPNtRMl  ti  Ul*.  BWIM  tf  lltw  SIlMiCS. 
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Table  B-63. — ProJuur  pria  imUxts  for  major 
119(2*100) 


Far*  pradwis  mt  procnsed 
iMtfSMdlMdS 


commodity 


hid«slri*l 

cewweiWies 


YofiTMalk 


Hides.  I  Cute  atel 

PlWMCMl  ^*‘''**  ***• 

pr^  T.UI 

Mpard  itMdd 


'  Pricts  lif  SMH  ilHH  id  iMs  cnoiii  »( la|l(d  and  rafar  la  1  aiaiitli  aafkar  tkan  tka  iadai  aiaatk. 

>Daia  kM  taaa  laaisad  Iknaik  Aagra  ISOTta  raflad  tka  avadabikty  of  lata  raparls  aad  cacractioas  bp  i 
jacl  la  tamiaa  4  oNalks  after  arifiMi  pablicaliaa. 

SmomtmilmiootiomtitotlMk. 
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Table  B-65. — Pmhnr  priu  'tmdam  ftr  im/tr  ammadity  I9i4-96 — Coatinued 

iisn-iooi 


Sawct;  OtdrtMHl  d  UlB.  Bmh  d  Ulv  tldlBirT 
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Table  B-66. — Changes  in  pnJacer  pria  indexes  for  finished  goods,  1958-96 
[PBRCflt  chtnfc) 


■  CkMm  liMi  OtcMtaf  li  OKtata  «t  hand  N  «m<wsM  Mnti 

’DM  W  bmnvM  t>m|>  Mijwt  ly  ta  rcfhd  Hie  iMtliMity  d  Me  reports  and  cenectioes  by  respoodeots.  Al  daU  are  seb- 
ject  le  revisieo  4  oMdbs  after  enpaM  pablicaliea. 


Seetce;  Departaaal  e(  Ubai.  Bateaa  ei  label  Statistics. 
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MONEY  STOCK.  CREDIT,  AND  FINANCE 


Table  B— 67. — Memty  ittck,  liquid  assets,  and  debt  measures,  7939-96 
lAveniK  o<  (My  fttims.  ocept  debt  bMioiK  of  dollarj.  seasonaNy  adjusted) 


Pcfcent  ckaeie  Irm lui  mi 
RMutbs  earlief ' 


<*<>*’■<’  deposits. 

tiaveief  s  SIIE  dPs.  tore- 

pfeMkt  .?*?•*?*  Mil  w***  uptly 


'Consists  of  ootstaodioi  credit  owhel  debt  of  tie  ILS.  Hooeiaweot.  Stale  aod  local  pownwcots,  aod  prwale  ooafiaaocial  sodws;  data 
derioed  frooi  flew  of  foods  accooots. 

>Aoooal  ckaopes  are  fro*  Deceodier  to  Occeote;  oNoddy  cbaofes  art  frooi  6  onotks  earlier  at  a  siovie  aanoal  rate. 

Note.— See  TaMt  B-68  for  cewpoocots. 

Soorce:  Board  of  Gooerotn  of  tie  Federal  Resent  Syska. 
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Table  B-68. — Cew^omnti  wumty  stock  measurn  and  liquid  assets,  7939-96 

lAicfates  ol  ititf  Kiwn.  biMom  of  doNan.  xasonally  adjusted,  eicept  as  noted] 


te  aad  Mfe  lar  (MrtMMftw  a/ (atte 
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Table  B-68. — Compamnts  uf  wttmy  stock  ouasurts  and  liquid  assets,  1939-96 — Continued 
(AMTifes  oi  Mir  fiiures;  billions  of  doHais.  seasonally  adjusterl.  eaceot  as  noted] 


Table  B-69. — Agpt^a*  mtnm  tf  iifmittry  msiimtions  and  monetary  base,  1959-96 

[ftwntn  if  iaily  fitm  *;  mMhb  if  Man;  seasonilly  adjusted.  «t|)l  n  noted) 


tm  dMfes  M  resent  requlrenieiits’ 


•ipopt*  resin 
IMt.-iB*il 
SltfCt:  BlMd 


436.644 
437.009 
439.088  386 

441.881  368 

444.204  334 

445.880  368 

447.187  287 

449.345 
453.509 


imM  aremts  d  bmiUi  (iiaidtiint  pM)  aterafts  •<  dadv  Ogiires. 

wswiis  imnila  adi«bawts_lre  dtewliwiliti  assiciaM  win  reftMen  dianits  to  resent  requirtmeiits.  For  details  on 

eves  lories  sot  federtf  Beaene  dWMie 

MiOlK  Vt  Ml  MMMtIy  lijiltllf 

Id  If  CnwMn telle  Ftdml Rtstm  Spsitre. 


Borrowing  of  depository 

Mstdiilwn  hm  tie 

Federal  Reserve.  NSA 

Total 

Seasonal 

Eitended 

rvedit 
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Table  B-70. — Bank  cndit  at  all  cvmmtnial  banks,  1972-96 
(MonlMr  awnfi;  bilbon  (k  (Man.  scauMUy  adiiisM  >1 


Stcahlin  M  bMA  crtM 


Taw  US. 

bank  Ttui  CoMfR-  Olkw 

okM  MCari-  MHt  SKWi- 

tin  stONi-  tKs 

tin 


Ltan  a«d  linas  w  bn*  crtM 


53.4  330.1 

33.4  4C0.2 


111.2  S17.2 


113.S 


I70.( 

173J 
2017 
2S37 

400.7  2S3E  140.3 

443J  2703  173.0 

S04.0  310.1  193.3 

S31.(  33SJ  13S.I 


■Data  an  mUdandM  whn  V  pranM  awram  il  Wtdanday  nhm  Iw  daawstiealy  cbartirad  0 
cin  al  fmiia  baaba.  Nra  Yatb  SMa  awaatwaat  caaipaain  Rkraaib  SaplaiMiar  1336),  aad  E4|a  Act  i 
1318.  data  ait  adjaiM  (ar  braaka  caaaad  by  radaaaiiicatiaaa  at  aaaala. 

'Eaeladn  Fadarat  faada  aatd  It.  laavat  raaattkaaa  apaaitaala  dtPal  ailh,  aad  loan  la  caanarcial 


caMMfcial  baaka,  braackn  aad  afaa- 
aad  apatawal  carparaliaaa.  BapaMaf 


baaka  ia  tka  Uadad  Slataa. 


Halt.— Data  ait  aal  atrictly  caaparaMt  bacaaaa  at  bnaka  ia  tka  sarin. 
Soarct:  Board  at  Gaaaraara  at  tka  Fadarat  Rasant  Systaai. 
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Table  B-71. — Bond  yields  ami  inSerest  rates,  1929-96 


IPcrctni  per  annumi 


■  Rate  oe  new  issues  mIIim  perM;  bank-ilisceiMt  tasis. 

’Yields  M  tke  ewre  actwely  traded  issues  adjested  to  caasiaai  aoleriHes  tp  tie  Deparfeet  el  ttM  Tieasery. 

’Effective  rate  (ia  tke  primary  market)  e«  cottveniioiial  meitpies.  tcRectmi  fees  and  ckaraes  as  mR  as  caatrad  rate  amt  asswmat.  ea 
tke  avetaie.  repaymeat  at  end  of  10  years.  Rales  befieemf  laaaary  1973  ael  strictly  caaiparafile  wilk  priar  ratal 

’Baik-discaunt  basis:  prior  to  November  1979,  data  are  lor  4-(  maalks  paper. 

>  For  raonlhly  data,  hifh  and  low  for  the  peM.  Priaie  rale  for  1929-33  M  1947-49  an  raaies  el  tke  rale  ia  effect  deriai  the  paried, 

'Since  July  19, 1975,  the  dadv  effective  rate  is  an  averaie  el  tke  rales  aa  a  fivea  day  weifhtad  by  the  vahaae  at  traasactiaas  at  these 
rates  Prior  to  that  date,  the  daily  effective  rate  was  the  rate  ceasidered  mast  represealative  at  the  day's  traasactiaai  usuaNy  tke  aae  at 
which  most  transactioas  occurred. 

'From  October  30, 1942,  to  April  24, 1945,  a  preferential  rate  of  0.50  percent  was  ia  effect  for  advances  secured  by  Covernment  securi¬ 
ties  maturing  in  1  year  or  less. 


See  Mrt  pete  tor  corOmetm)  of  tette. 
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Table  B-71. — Boml  yitUs  and  initmt  rmtts,  /925>-S>6— Continued 
IPncent  per  anmin] 


Seems:  Diperfeet  d  He  Tieesen.  Biert  c(  Benners  el  tke  Federal  I 
enice.  aed  Siaadard  S  Pear's  Carparma. 


Table  B-72. — Cndit  marhit  bomwiwg,  1987-96 
(Billions  of  dollars,  quarterly  data  at  seasonaNy  adjusted  annual  rates) 


isn 


19)1 


1992 


1993 


199$ 


.  >1 


'  Credit  imisas,  life  Mswaace  compaaies.  anrtiaie  ceiapaaies.  real  estate  Mstavat  trusts,  and  trehers  aad  dealers 


See  a«rt  00(0  Her  oaafiMMriM  af  fatfe. 
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Table  B-72. — Cndit  marhtt  bmmviwg,  iSW7-96— QMuinued 
(BWim  tl  doNars;  quaitirty  data  at  natonalty  adiusM  anwal  rain] 


FaCMl  GOVOWnMT  . . 

TrMswy  Mcwilin . . 

8wl|*l  ifNcy  Mcwiin  ltd  Mrtiam . 

WMfEOElUL  BY  MSTRUMEm _ 

COMMfCtil  fUpff  . 

Mnicinl  Mcwilin  Md  tom _ 

Carporalt  taadt . . 

Bm*  tom  aax. _ 

Otktr  tom  aid  adumn _ 

"*‘U!S - 

tMdaiiiiiir  rtsIdHMi  L-IZI- _ 

ClUMBlfdll  . . . 

Farit . . 

CtmmuaHH _ 


NOBFaWtAL  BY  SECTOR  _ 

stctof . . . . . . 

Nonfinscttl  bniRtss 

Cofpofitt . . . 

Naafarii  aaacaiporalc _ 

Fam . . 

Stall  aid  tocal  (Mfimits _ 

FOREIGN  BORROWING  M  THE  UNITEO  STATES 


Balk  tom  I.IX . 

OHwr  tons  aid  adiaim . 


RONFINANCIAL  DOMESTIC  AND  FOREIGN  BORROWING  . 


Fidiral  GaMrimit  iitotid . . 

GMmwit-spmorid  Mterprim  sacirRiH  . 

Mattfaii  poof  socariliis . . . . 

U.S.  (SowriMiil  tom _ 

Prwato  liiMciai  sactors _ 

Opal  markal  papar _ 

Carparata  bonds _ 

Book  toons  n.ai. - 

Olkar  loans  and  advancos _ 

Moftfaias . . . . 


Conmarcial  baikiit _ 

Savinp  inslilutions . . . 

Govanmant-saonsorad  antarprlsas 
FadarallT  ralalad  moitiafa  pools  .. 
Assal-bockad  sacocilias  issam  ..... 

Finaica  companias  _ _ _ 

Fondinf  corporations _ 

Olkar'  . . . . 


BY  INSnitMFNT  . 

J.S.  Gosarmaaif  sacarRias _  _  _ 

Consaniar  cradR . .  . 

Table  B-73. — Mmptgt  ddt  mastmming  tj  lyft  tf  fnftrty  mnd  tf  financing,  1940-96 

(MtaitfMnl 


NnIvm  prapKtiM  tr  tip*  •(  iMrtiaK 


'  InciMtes  RM  insurtd  RMlHainily  propefte,  nI  sInmi  s«p*f*fcl|. 

'DerMd  fimres.  Total  MCladts  comntrcial  prapartias.  aad  mMnmti  pwpaitia*.  aot  skom  saparataly. 

Soarc*:  Board  of  Gowrnon  of  tk*  Fadaral  Rasacva  Sistaik,  band  aa  data  fio«  variaas  Gaaeramnt  and  privata  organirations. 
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Table  B-74. — ddt  mtstan^ng  by  btUer,  1940-96 


(BMiKif  (Man] 


■  hwMts  saviiit  tanks  and  savinp  and  laan  atwcialians  Data  icpvted  b|r  Fedaral  Savings  and  Ltan  Insaranca  CorporationHnsiired 
Mdilians  incMa  loans  in  practss  lor  1987  and  eicMe  Isms  in  pnctss  teginiMni  1988. 

>l«diidts  loans  ktW  Iv  nsiidctasit  tnst  compMles.  tal  art  ta  taM  (rust  Mo^mants. 

’hKlodas  Gswrnniont  National  Moftfaga  AssociatiN  (GHMIO,  Fedaral  Noosing  Adninisiration.  Vatarans  Administration.  Farmars  Noma 
AdmMsiratian  (FmHA).  Fadcral  Daposit  Insnrana  CansraNM.  Nosolidian  Trust  Corporation  ahroogli  1995).  and  in  aarkar  wars  Ra<»nstriic- 
tisn  rmanct  Corporation,  llenaovman  Loan  CorporatiN,  Fadcral  Farm  Motoga  Corporation,  and  Public  Housing  Administration.  Abo  mckidas 
U.$.-Maotad  amcies  suck  as  Federal  Natianal  Martipie  AssacialiN  (FMIAl.  Federal  Land  Banks.  Federal  Roma  Loan  Mortgaga  Corpora- 
tian  (FNUIC).  and  martgage  pass-througk  securities  issaad  as  naranteed  by  GNMA.  FHLMC.  FNMA  or  FmHA.  Otbar  U  S.  agencies  (amounts 
saal  or  current  separate  data  net  readiv  available)  included  unn  "Miuiduab  and  others." 

*lnclades  priuute  msrtpge  pools. 

Source;  Board  it  Governors  si  the  Federal  Reserve  System,  bused  n  data  frem  various  Government  and  private  organeations. 
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Table  B-73.— ConwaHr  cndit  amtstambng,  I9}5-96 


ItaNMl  iiihtwin  fend  of  month);  biHtons  o(  doNan.  stosonady  adjusM] 


■CoMn  nam  mart-  aad  iammidiite-tarm  credd  axtaodad  to  MmOvab  throaih  rttalar  basiatts  ckaaiwls,  asully  to  fiMaca  tht  par- 
cham  at  waaaawi  pada  aad  lanicts  ai  la  rafiaaaca  dabts  iacamd  for  sacb  parpows.  CradK  sacarad  by  raal  astata  is  aodudad. 

’Caasbts  at  oadl  cards  at  lataibri.  tawliai  csmpaaias.  aad  cammarcial  baaks,  and  chack  cradd  at  coiawarcial  banks.  Eschalas  30-day 
charm  cradd  kaM  to  kaoal  ato  latartiiamiat  campaaias.  Prior  to  1968,  iadudod  in  “othar.”  8a|innin|  1977,  inchidas  opaa-aad  crodd  at 
roladars.  praoioasly  Madad  in  ‘^athar.’  Mia  bapaadw  1977,  soma  rated  crodd  ons  radassilicd  from  commorcial  Mo  coasamor  crodd. 

’laclados  mobdi  tome  Haas  aad  ad  alkar  baas  sal  bclsdad  b  aatomobda  or  rawtnni  cradd,  sack  as  baas  tor  odacatba,  basts,  tradars. 
or  vacatbas.  laebdas  ad  aaaantsbaam  cradd.  Tkasa  baas  may  ba  sacarad  or  onsKurarT 
'Date  aaady  aasdabb  b  Jaaaary  1919  rasalt  b  brooks  b  many  sorbs  batman  Dacambar  1988  aad  sabsaaaaat  moathi 

Saarcc:  Board  of  Casoraars  af  tka  Moral  Rasaraa  System. 
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GOVERNMENT  FINANCE 


Table  B-76. — Fukrai  naipts,  tmtUp,  smrplm  mr  iificit,  and  dAt,  sdacud  fiscal  yean,  1929-98 
(■■mi  If  Mm;  fiscal  icml 


■Not  itridlir  comparoMe  nilli  later  data. 

’EstiaatH. 

Notc.-TkrMik  fixal  year  1976,  tie  fiscal  ytar  e«  h  a  M|r  l-Ma  30  baiis;  OmImmi  (Mater  1976  (fiscal  year  1977).  tie  fiscal  year 
is  ea  as  Octater  l-Seotemer  30  basis.  The  3-aNalt  piiM  tmm  My  1,  1976  ttraaff  SeptMer  30. 1976  is  a  separate  fiscal  peried  kaaam 
as  tke  traisitiM  narm. 

Refaads  at  receipts  are  esdaded  fraa  receipts  aM  eaMyi. 

See  AMkat  »t  tm  UmM  STates  Garanmaat  Etaal  Ihir  iW  Htnmi  1997,  far  additiaaal  iaferaiatiea. 

Saarces:  Depactmeat  of  Caaaaerce  (Bareaa  if  EcmnMc  Malysii),  OapartMcat  af  tie  Treasary,  and  Office  if  Maaateaieat  aad  Oadeet. 
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Table  B-77. — FmUral  buJgtt  nuipts,  cutlays,  stirp/iif  or  illicit,  ami  Jtk,  as  pmont  ^  gross  doomsk 
prabut,  fiscal  yoars  1934-98 
INont-  fiscal  years) 


■EsHnaiti 

Nak.-SicNili.TalkB-n. 

Seems:  Departmal  a(  tiN  Tnasenr  out  Office  el  MaeeiNml  aad  BedfH. 
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Table  B-78. — Fukral  rtceipts  and  tmtUys,  ky  wmjtr  cattgiry,  mnd  smrplms  «r  fistml  ymn 

1940-98 

IBMioMS  It  Man;  fiscal  yean) 


■EstHeatts. 

Note  — Set  Note.  Tabic  B-76. 

Soofces:  Oepartmeot  oi  tbe  Treasury  anO  Office  of  Maoafe«eal  aad  Badfcl. 
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Table  B-79. — Fedtrai  mtipts,  outlayB,  amt  debt,  fuud  ytars  1992-98 
(MHIiom  d  Man;  fiscal  jeanl 


Descriplion 

Actual 

Estimales 

1992 

1993 

1994 

1995 

1996 

1997 

1998 

RtCEim  M»  OUTIAYS: 

Total  receifits . 

1.091.279 

1.154.401 

1.258.627 

1.351J30 

1.453.062 

1605.425 

1.566642 

Total  eutlain . 

1.381.691 

1.409.414 

1.461.731 

1.515.729 

1.560630 

1.U1.016 

1.M7.475 

Total  surplus  or  deficit  H . 

-290.402 

-255.013 

-203.104 

-163.899 

-107668 

-125691 

-120.633 

On-bud|et  receipts  - . . . 

7S8JS3 

923.601 

1.000.751 

1.085.570 

1.116622 

1.161698 

On-lMd|et  outlaid  . . 

1.129.343 

1.182.359 

1.227.065 

1659.872 

1616.014 

1658696 

On-budfet  surplus  or  deficit  H . 

-340.489 

-300.360 

-258.758 

-226.314 

-174.302 

-199.492 

-196.998 

OH-bodiet  receipts . . . 

302.426 

311.934 

335.026 

351.079 

367.492 

388.903 

404.944 

Off-budiet  outiain . 

2S2.339 

266.587 

279.372 

288.664 

300.458 

315602 

328.579 

Off-twdiet  surplus  or  defied  I-) . 

50.087 

45,347 

55.654 

62.415 

67.034 

73.901 

76665 

OUTSTANOmC  DEBT.  ENO  Of  PERIOO: 

Gross  Federal  debt . 

4,002.136 

4.351.416 

4.643.705 

4.921.018 

5.181.930 

5.453.677 

5.736.159 

Held  by  Gonernment  accounis - 

1.003.302 

1.103.945 

1.211.588 

1.317.645 

1.448.967 

1677.902 

1.714601 

Held  by  tbe  public . . 

2.998.834 

3.247.471 

3.432.117 

3.603.373 

3.732.964 

3675.775 

4.021.358 

296.397 

325.653 

355.150 

374.114 

390.924 

2.702.437 

2.921.818 

3.076.967 

3.229.259 

3642.039 

RECEII'TS:  ON-BUDGET  AND  OFF-BUDGCT . . 

1.091.279 

1.154.401 

U58.627 

1.351.830 

1.453.062 

1.505.425 

1.566642 

Individual  income  taies . . . . 

475.964 

509.680 

543.055 

590.244 

656.417 

672.683 

691.199 

Corporation  incoine  taies . 

100.270 

117.520 

140.385 

157.004 

171.824 

176.199 

189.662 

Social  insurance  Um  and  contributions  — 

413.689 

428.300 

461.475 

484.473 

509.414 

535.766 

557.783 

On-budfet  . 

111.263 

116.366 

126.450 

133.394 

141.922 

146663 

152639 

Off-budfet .... 

302.426 

311.934 

335.026 

351.079 

367.492 

388.903 

404.944 

Excise  taies - 

48.057 

55,225 

57.484 

54.014 

57.247 

61639 

Estate  and  iHt  taxes 

12.577 

15.225 

14.763 

17.189 

17.588 

18617 

Customs  duties  and  lees 

18.802 

20.099 

19.301 

18.670 

17628 

18.307 

Miscellaneous  receipis 

27.284 

19.465 

23.164 

28.561 

25.534 

28.614 

29635 

Deposits  d  earnmfs  by  Federal 

Reserve  System 

22.920 

14.908 

18.023 

23J78 

20.477 

23.184 

23.006 

AN  otker  . 

4.364 

4.557 

5.141 

5.183 

5.057 

5.430 

6629 

OUTLAYS:  ON-BUDGET  AND  OFF-BUDCn _ 

1J81.681 

1.409.414 

1.461.731 

1.515.729 

1660630 

1.631616 

1.687.475 

National  defense  . 

298.350 

291.086 

281.642 

272.066 

265.748 

267.176 

259688 

Internatnaal  affairs 

16,107 

17.248 

17.083 

HEQI] 

13.496 

14622 

14.905 

General  semnee.  space,  and  tecbnoloiy . 

16.409 

17.030 

16.227 

16.724 

16.709 

16651 

16.488 

Energy .  _  _ 

4.500 

4.319 

5.219 

4.936 

2.836 

2653 

2679 

Natural  resources  and  enwronment . 

20.025 

20.239 

21.614 

22,773 

22614 

Ariculture . 

15.205 

20.363 

9.159 

10652 

12641 

Commerce  and  bousing  credd . . . 

10.919 

-21.853 

-4.228 

-17.808 

-10.646 

-8608 

3659 

On-budget  .... 

10.260 

-23.294 

-5J31 

-15639 

-10.020 

-10.784 

-735 

Off-budget . . . . 

659 

1.441 

1.103 

-1.969 

-626 

1.976 

4.094 

Transportation . 

33.332 

35.004 

38.066 

39.350 

39.565 

39662 

39659 

Community  and  regional  developmeat . 

6.838 

9.052 

10.454 

10.641 

10.685 

12.752 

11.435 

Education,  trammg,  employment,  and 

social  services 

45.248 

50.012 

46.307 

54,263 

52.001 

51691 

56.204 

Headb  . 

89.497 

99.415 

107.122 

115.418 

119678 

127.630 

138641 

Medicare  . 

130,552 

144.747 

159.855 

174625 

2076B4 

Income  security 

207,299 

214.089 

220.493 

225.989 

247.499 

Social  security 

K£j 

304,585 

319.565 

335646 

349.676 

384638 

On-budget  . 

6.166 

6.236 

5.476 

5.807 

6.944 

7.626 

on-budget 

281.418 

298.349 

ill 

330670 

343669 

360.769 

376.712 

Veterans  benefds  and  sennees . 

34.064 

35.671 

37.585 

37.890 

36.985 

39.650 

40.971 

Administration  of  justice 

14.426 

14.955 

15.256 

16.216 

17.548 

20.784 

24628 

General  government 

12.990 

13.009 

11.303 

13635 

11.892 

12673 

Net  interest  . 

199.421 

198.811 

202.957 

232.169 

241.090 

249659 

On-budget  .... 

223.059 

225.599 

232.160 

265.474 

277.597 

288620 

295.058 

Olf-budget  ... 

-23.637 

-26.788 

-29.203 

-33605 

-36607 

-41638 

-45.199 

Undistribvted  offsetting  receipts . 

-39.280 

-37J86 

-37.772 

-44.455 

-37.620 

-46.487 

-55690 

On-budget  . 

-33.179 

-30.970 

-31.362 

-38.023 

-31642 

-39.982 

-48662 

Olf-budget . 

-8.101 

-6.416 

-6.409 

-6.432 

-6678 

-6605 

-7.028 

Note— Sm  Note,  TaMl  B-76. 

Sources:  Departiaont  d  tke  Treasury  and  Office  of  Manacement  and  Budfet. 
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Table  B-dO. — ftJmd  Gmimamm  rmupts  mmd  trnmm  exftmiitttm,  natiomai 
4Kcmn$s  (NIPA),  1978-96 
IBMions  ot  dtHifi  «nrtHly  Ma  M  seraraHy  lEiuM  >'*''<<*1  ntcs) 


ami  pmiuct 


tolMtOfM 


Triwlw 


cw-  CMtn- 

SOMI  OVSH  «■-«•- - 

pVwK  Mc«  vmWmi 

Titil  aa4  taiaK  TtUi 

ft-  accra* 

lb  MCI 

dipls  •»  lb 


Nts  GrMtV 

-  ia-iid 

,,  d«s  Ins 

T«  )*«(  current 

rnt  IMI  *3?," 

•like  tout  ^  ‘2""' 

ealer- 


■  ImMn  M  Em  Iw  tki  dMimici  I 
IMI.-SM  Em.  TaM  B-7(. 

Seira;  DafwtwME  d  Ciwmrei.  Bw 


t  aiE  EbfearsmanEs.  aat  sEawa  saaarata^- 


I  af  Ecaaawic  taaliw. 
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Table  B-81. — FtJeral  and  Stott  and  local  gntmiaent  nceipts  and  current  expenditures,  national 
income  and  product  accounts  (NIPA),  I9S9-96 
(BMitn  d  man;  quartMtr  data  at  seaMnaNy  adjusted  annual  rates) 


rcdeni  Gewerineiit 


State  am)  local  eoveroment 


Y  „  Cwmd  Current  Conent 

CmienI  seralis  Cwrenl  surplos  Current  surplus 

uuuncf  Receials  apendi  ar  aefidl  Meccipls  epemti-  or  deficit  Recevts  eipendi-  or  delcit 

teres  (-)  tures  (-1  tores  (-) 

VMM)  (MPA)  (NIPA) 


1J72 - 

1973  — . 

1974  . . . 

Nets  — Fediral  raits-in-aid  la  Stale  and  locat  wuemweMs  arc  reflected  in  Federal  current  apenditures  and  State  and  local  receipts. 
Total  fooermnont  recelats  and  cnnent  Maondiews  naoe  keen  adjeitod  to  eteninate  tkis  duplication. 

Soira:  DtpiftiiNi  if  CiMMfct.  fVfw  if  EdMic  Anlysii. 
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Tablb  E-82. — Fmlmral  mmJ  mmd  beat  gmmnmtmt  rwtifa  mad  tamat  exptaditam,  aatbaal 

iactam  aad  pradatt  aaaaats  (NIPA),  ty  waajtr  Ijfa,  19^9-^ 

(•Mms  d  Man;  miMt  M>  d  »iawi»y  iMsM  amual  ralisl 


*licMis  w  Im  fw  tin  iifiimn  Mvim  mgi  Mcniliiil  tfilraMils,  Ml  sIwmi  wBtnfhfUt 
’friv  !•  ISSt.  tfMiMtfs  ractM  ii  ivMiitoiilml  noM. 

SMIM:  OlMitnMl  if  OMMMCt.  BWMi  if  (CIMHiC  ImtfiiL 
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Table  B-84.^teM  and  Incal  gmnmmtm  rumum  and  ap€ndi$mm,  sdtOnd  fixat  ynan,  1927-93 


21.063 

22.549 

24.423 

a67< 

25.586 

27.579 

30.029 

33.281 

36.915 

41.963 

47.508 

54.940 

62.597 

69.446 

78.096 

92.180 

103.004 

112.472 

122.477 

137.731 

155.277 

172.957 

189.935 

205.079 

223.068 

244.745 

269.568 

295.510 

317^28 


1962-63 

1963^ 

1964- 65 

1965- 66 

1966- 67 

1967- 68 

1968- 69 

1969- 70 

1970- 71 


3.267 

3.791 

4.090 

4.760 

7J08 

i908 

10J12 

11.900 

15J27 

17.994 

19.491 

21.454 

24.575 

29^46 

33.176 

36.932 

42.080 

46.426 

50.738 

55.129 

64.529 

70.361 

74365 

83.935 

88350 

97.806 

105.640 

109341 

115.638 

123321 


46341 

51.735 

57.191 

61.124 

68.436 

79J21 

95,466 

lll.»9 

128.926 

138.006 

153.570 

172317 

187314 

200350 

208.482 

227J38 

249.996 

262.955 

282376 

292.052 


1976-77 


1990- 91 

1991- 92 

1992- 13 


403.467 

430326 

446.105 


s  bM  IfM  1962-63 1(  1992-83  mt  nt  itmbim  ilMaia  tnmvmM  local  yam  tM  iwM  ia  tka 
la  Jaaa  30  af  tkasa  yaan.  Data  1m  1963  aad  aaikir  yaan  iacladi  data  lor  icaacaaont  fiscal  yean  tadiai 


Table  B-83. — Imtnit  Unimg  pmUk  dtk  mmitio  ky  kind  tf  tUigsthm,  1967-96 
IMMiOM  of  doHirs] 


'  iMkidts  Ndmi  FImkOii  Biik  aortin.  Ml  Bnmi  mmMk  io  Um  mhmI  (f  1S.OOO  hWh  ditin. 

Ctwmis If  BMMMn.  Min.  m; mO  Mb  klki  Tnonnr  imiii  strin  M  Otbr-ONOWMM  Md 
cofntcy  dtMMiMlfd  issns. 


>IkM($  dMMbqf  iNds.  mkMnM  pta  bodL  bral  OnMltuam  ddwlMitrmn  bids.  Stale  «M  IkM  biads.  aad  special  issaes 
keU  enly  b  P- GnanMnn  aiaicies  ab  bnl  tab  ab  be  hdacal  kaM  kM  bduks. 

•Mades  iSilO  tabd  k  cailMtata  Ml  Mnai  aapanlalr. 

Nak.-^kaefk  fiscal  laai  ISK.  be  final  pa*  «  a  tai  1-tae  30  tesis;  bcfktai  Octato  ISTt  (fiscal  pear  1077).  be  fiscal  pear 
a  M  aa  Octater  1-Saplaibai  30  task. 

Saarce:  Oepaitaiaat  af  Mk  Tiaasarr- 


J 


Tabu  B-86. — Malurtiy  JiarUMlim  mml  mtwmgi  limph  tf  wmrhumU*  imunst-btaring  pMk  Ml 
Mcnriiia  hM  by  phumtt  hnmfn,  i967-96 


E*d  *1  yur  N  noMk 


53.SM  2IA;  i.lS3  I2.KI 

Vim  7IJS0  (.110  17.170 

saw  l(A7l  iOn  12437 


$7435  I4M 

5aS57  14403 

S7.IS7  IS.033 

54.130  IS4I5 

5ai03 


(5.052 
00470 

113.310  334(7 

1(3410  132.003  33400 

mSX  101403  127.574  32470 

4(3.717  220404  15(444  30400 

540.0(3  2S(.1(7  102437  44743 

(02443  314.430  221.70  75.740 

002.(31  370470  204.055  00.174 

.017.400  437.041  332400  130.417 


iKITTtI 


Note.— AM  iUHts  clMtHikd  to  liMl  iMtWily. 

Tkrou|h  htui  w*r  1078.  tk«  tijcki  ycaraas  i«  a  Jaly  l-iaw  30  basis;  btfiaiMii  Oclaber  1$7(  (fiscal  yt*  1327),  tke  fiscal  ytai  is  ta 
an  Ociobcf  l-StpfMibcf  30  bash. 

Sawce;  OcpatlMMl  tl  tke  Treasaty. 


THE  PAPER  AND  INK  USED  IN  THE  ORIGINAL  PUBLICATION 
MAY  AFPECT  THE  QUAUTV  OF  THE  MICROFORM  EDITION 


Table  B-87. — EstimateJ  oumenhip  tf  public  Jtht  stcurities  by  private  investors,  1976-96 
(Pif  vakies;'  biWons  of  dollanl 


1986:  Jon . 

Ooc _ 


HeM  tsf  private  iiveitars 

Nonbaik  imtjtors 

2?”  lodividub*  Slate 

Taw  ?£■ - -  JiS  Mon*  Carp-  aN 

Total  OtOer  oiartel  ora-  local  jJJ?. 

Total  seeori-  feNs  tio«‘  povero-  *5??,* 

HOMO  ,jjj  OIOS  IIOMI 


1976:  Jon - - 

Doc _ _ 


1978:  Jon _ _ 

Ok _ 

1979:  Jon  . . . — 

Ok _ 

1980:  Jon - 

Ok _ 


1985:  Jon -  1^.0 


1.502.7  194.4 

1.602.0  197.7 

1.658.1  192.5 

1.731.4 


159.5  83  J  75.7  87.9  22.8  61.2  405.7  250.9 

162.7  923  70.4  101.6  28.6  68.8  446.6  263.4 


1658  963 

172.4  101.1 

1820  106.2 

190.4  109.6  80.8 

211.7  114.0  97.7 

216.4  117.7  98.7 


104.7  20.6  79.7  492.7  281.1 

108.1  14.6  84.6  500.3  299.7 

113.5  13.4  87.6  506.0  345.4  1  347.9 

11.8  86.0  509.1  362.2  395.1 


113  91.0 

14.9  93.4 


538.7  427.3 

542.5  458.4 

561.8  473.6 

579.2  491.7 


2.408.1  268.1 

2,445.4  275.1 

2,4780  2813 

2,5453  28931  1573 

23840  297.7 1  163.6 

2,6313  303.0 

2.669.1  3050 

2,7253  309.91  171.9 


2,9313 
2,947.0 
2,9903 
3,0140  1  347.7 


369.1  445.1 

429.6  4820 


3,1010  3473 
3,0623  347.6 

3396.21  280.01  3!ll63|  354.0 1  : . 

>UO.  savion  beads,  sories  A-F aad  J,  are  iacMed  at  caneat  redpavtm  wIn. 

riaduNs  ooraesticalbt  ebartered  btaks,  U.S.  braacNs  aad  ageacies  of  foieiga  baaks.  Now  York  iavestiNiit  compaaies  aisjority  oivaed  by 
toroiia  baaks,  aad  Edge  Act  corpKaliaas  ovoMd  by  doaKstically  ebartered  baaks,  foreipa  baaks,  aad  baaks  in  U.S.  affiliated  territories. 


’ladades  partaorslHps  aad  persoaal  trast  accaaats. 

*lacbides  U.S.  saviaps  aoies.  Sales  bep«  May  1,  1967,  and  were  discaatimjed  Jon  30, 1970. 
^bcltsivc  of  books  oid  Imvoko  coMpooios. 


‘State  aN  local  paveraawat  haWaps  (bepinniap  19791  iaclade  tkea  faly  defeased  debt  that  is  backed  by  US.  Treaswy  securities,  la- 
dodos  SMo  sod  locol  ptosno  foods. 

'CNSists  of  tN  iavestaMis  of  fereipn  aN  inleraatioaal  accaaats  (betk  official  aN  private)  ia  U.S.  public  debt  issNs.  Reflects  1978 
beadaaark  thrai^h  Decendier  1984;  Oeceiaber  1984  benclanaik  thraupk  1989;  aN  December  1989  beacbmark  thereafter. 

'lachales  saviaps  aN  Ism  assadatiaas,  credit  unieas,  aoaprofit  instilHtiMS.  eailaal  saviaps  banks,  corporate  pensaw  trust  fuNs,  Nalers 
aN  brokers,  certam  Goveraamat  deposit  accaaats,  aN  Gaveraaaeal-spMsorN  ealerpriMS. 

Source:  Departmeat  of  tN  Treasary. 


CORPORATE  PROFITS  AND  FINANCE 


Table  B-88. — CmptraU  pnfiu  with  numttry  vidmuitm  and  capital  CMuampthn  adjasttatmt, 

1959-96 

inaiMB  tf  Mtan;  qiiartniy  Ma  at  stasanaKir  adjustad  annual  rates) 


SoMce:  DepartiaMi  li  Cewaaiti.  Bmaa  if  EcMiaic  taalfsis. 
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Table  B-89. — Corporate  profilt  try  industry,  1939-96 
IBribam  ol  Mian,  quarteily  data  at  seasonally  adjusted  annual  ratesl 
Corpaate  pioMs  aitk  uncMory  «aliiatM  admsimetil  and  wdlioirt  capdal  censumolion  adiuslinetit 
Domestic  mdostries 


FedCfal 

Total  Kesene  Otktf 


'  Consists  oi  tke  Wlonnn  mdutries;  OeptsilMy  iastiMioaSi  aandeposilory  credit  iastitiitioas:  seccrity  and  commodity  broken;  insurance 
carrwrs;  reeulated  moestaieat  companies:  samI  business  kwestmeat  coaipaaies;  and  real  estate  mvestment  trusts. 

<Sce  Table  MO  Iw  industry  detail. 


Hole.— Tbe  mdustry  ctissilicaliaa  is  on  a  campany  basis  and  is  based  on  the  1)87  Standard  Industrial  Classification  (SIC)  beninning  1987, 
and  on  tbe  1)72  SIC  for  earlier  years  shoom. 


Source:  Department  of  Commerce.  Bureau  (t  economic  Analysis. 
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Table  B-90. — Cmpmut  pnfits  tf  wunu^mctmrimg  imbairm,  1939-96 
(BiMMB  if  Mbn;  «i«Mr  Ma  at  naswaMy  ttfBtti  aanial  ratis] 


Nm.— TkiMf^ctMSinciliMiswacMifiHkKisaatf  islasidMitlil9l7SMar«lalaskialClassificaliM(SiC)b(|iMii«i  19S7 
Md  w  tki  1972  SK  I*  urtm  jun  itmm.  la  dii  1972  SK.  Uk  cakims  sImm  km  as  "Mastrial  Mckiatrif  sad  MHMiiaieM"  aad 
**rtwtfOfwc  Md  otlnf  flitfrfc  cmmmiI**  wm  idiMifiM  m  ^luxlMiiy.  ywttd  tlKtricsT  Md  Md  tItctrMC  cduiMHit/*  nspdc* 

tmiy. 


Soifct:  OeiMtaKit  if  CiaaaMM.  Bareaa  if  bwaic  Aiilysis. 
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Table  B-9I- — Sste,  pnfiti,  amJ  UtckhtUm’  equity,  all  manufacturing  corporations,  1952-96 

(Bitiim  oi  (MImsI 


•  la  tke  oM  sms.  Imat  taKS"  idm  Is  FMsnl  mas  laas  m%,  as  Stats  aad  iKal  iactaM  taass  lad  already  beea  dsdacled.  la  tie 
asw  series,  aa  iactai  Ims  tost  laM  dMacM. 

>  Aaaaal  data  are  aetnat  miy  hr  He  year  iasiac  har  eadelaaarter  ^es). 

’Data  hr  l)S2  IbmI  u^mami  ISSZJ)  itMw  eariy  ideatiea  el  Fauacial  Acceaatiaf  Staadards  Beard  Stateawat  IM  (Eaipleyer's 
Actoaaliai  hr  Mtlhta—h  Beaefis  Olkir  Tkaa  Esashas)  hr  a  brie  aaaher  el  ceamies  dariai  He  herti  quarter  ai  1S92.  Data  hr 
19931  alsi  reflect  adsytha  ai  SMsareat  KK.  Oeryanthas  aani  sleat  lie  caaiatitws  emct  el  a  cMaye  h  accesntini  priaciiiie  ia  tie  first 
qaarter  el  tie  year  h  aWd  he  daaye  is  adsyhd. 

Nate  — Data  are  iM  aeiassrty  caayanlh  bare  eae  leriad  h  aaetler  dee  to  heayes  ia  accaaatiaf  priaciyies.  Mestiy  dassiiicalieas. 
saaiplai  yntedares,  he.  far  airehaihcy  aales  caatenSae  caaqpiatiaa  af  he  aeries,  see  “Quarterly  Tiaaacial  Repart  far  Maeufactarini. 
MMai.  aad  Trade  Ceryarathw.’  Deyarhieat  ef  Ommwcc.  Barcaa  el  he  Ceases. 

Saurce:  OeparhMt  af  Omiaace.  Bmaa  af  he  Chnas. 


Table  B-92. — RtUuim  </ pnfits  afur  uam  f  stmUtUm'  tqmity  amt  f  sa/a,  aU  wum^aitmrntg 
cmfmmtitm,  1947-96 


■taRMl  ratios  based  aa  avaraie  aqailf  i«  Iba  laai  Mai  km  aaditiatitff  EiaKS).  Qaarttrif  ratias  based  aa  tqaily  kntti  qaailar 

foaliMla  3.  TaUi  B-91. 

Nad.— Based  aa  data  ia  aaKaas  al  dalan. 

!>a  Nate.  Tama  B-ai. 

Saarca;  Oapaitaiaal  al  Ctwiaem.  Banaa  at  tba  Onsas. 
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'  Awrates  tt  Mi  ctaiai  iricta,  ottfl  HTSE  Ma  tkrat|k  May  1964  are  averaps  o(  weekh  ctosiaf  prices. 

’(achides  stacks  as  Mbas:  tar  NYSE.  al  slacks  Istcd  (Msre  tkaa  2,000);  tar  Dow-)ones  kMustrial  averap,  30  stocks;  and  tar  SAP  com- 
pasile  Mdes,  500  slacks. 

’EthctiM  April  19n,  tkc  HVSE  iaakled  tke  talae  at  tke  stHly  iadei  to  taciMate  tradinp  of  oplioas  and  fatares  on  Ike  Mea.  Annaal 
indeies  pior  to  1993  Rtecl  tke  daakiai. 

*  Based  oa  500  stocks  ii  tke  SIP  caapaMk  iadB. 

sAfireple  cask  dkadaads  llaied  oa  takesl  kaaaai  aaaaai  ratal  diaided  by  attregate  market  valae  based  on  Wednesday  closiai  prices 
Montkta  data  are  aacraps  at  weekly  fipras;  aaaaai  data  are  aaaraps  of  moolblytipies. 

sQaarterly  data  an  ralia  at  aaraaip  (altar  taaes)  tar  4  qaarters  eadiat  wilk  particular  quarter  to  pice  Hides  tar  last  day  of  that  quartp. 
Annaal  data  are  aaeraps  al  qaartarty  nim. 


Hole.— AB  data  relata  la  stacks  istad  aa  Ike  New  York  Stack  Escbanp. 


Sopces:  New  York  Stack  Ipkaap  (NVSQ,  Daw  taaes  I  Ca..  lac.,  aad  SlandPd  I  Pop's  (tarppation  (SIP). 
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Table  B-94. — Bmsiwes  formttim  amd  brnshms  failttm,  19f^-96 


■  Co—wrcial  Md  Mntiial  liilMts  Umfl  IMS,  ecMtaf  Mms  $1  Mo,  nlmds.  ml  tstait.  iMaranct,  Mdiit  iH  finKM 
iwpi*i»L  JltamMp  kMS,  liaMl  afttan.  ik. 

Data  taiiaam  1S|4  an  baaad  aa  niwailia  caianta  aad  aa«  awOidalin  aad  aaa  UNnkra  aal  laaaraly  cmfianUt  aaik  tarliar  data. 
Data  far  I99S  m  saUact  la  misjaa  daa  ta  aamdad  caart  fidacs. 

>Failan  rata  par  lOOOO  btad  aatarpriias. 

»Sariatdiactatiawdlal995. 


Soarcat;  Oapactmal  at  Ctaaaam  Oaraaa  at  Ecaaaaic  AtakM)  aad  Tta  Daa  •  Bndriiaal  Carparaliaa. 
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AGRICULTURE 


Table  B-95. — Farm  income,  1945—96 
(BMions  ai  Mtei;  BntMy  data  at  seasonally  adjusted  annual  rates) 


■  Cask  marketini  receiots  aed  wcetaiy  ckaaces  pies  GawraaMul  paynwirts,  stlief  farm  cask  iacwne.  and  nonmoney  income  fornisked  by 
farms. 


>Pkysical  ckanies  in  end-of-perisd  immatory  of  crop  and  lioestock  commodities  valued  at  averace  prices  dorini  tke  period. 


Note.— Data  include  net  Commodity  Credd  Carparatiaa  loans  and  operator  kousekoMs. 


Source:  Department  al  Ariculsre.  Economic  Researck  Service. 
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Table  B— 96. — Farm  bmhmt  baiamt  ibnt,  1950-9^ 
(BMiom  t(  dolin] 


iiiii  iiiii  sssss  SsSSs  sssss  fisissi  u'iu  u 


■  Grass  i>sd«ctiM 

’iticMts  iems  iwt  HkImM  m  fiMps  stnm. 

>S(C  TaMt  8-38  lor  lanii  i*|Mts. 

Sourct:  Oepartmenl  oi  Africrtora.  teonowic  Restarck  Senice. 
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THE  PAPER  AND  INK  USED  IN  THE  ORIGINAL  PUBUCATION 
MAY  AFFECT  THE  QUALITY  OF  THE  MICROFOTTM  EDITION 


Tabu  B-96. — Fmw  ufm  mt.  mlmud  nfmu,  1948-96 


pipiMiMi  II  IHinI  Ijf  OiMlMil  if  IfriDritot  OiivttMttf  CMMHfCt,  ii^  ciliiM  pipilitiM  Mil 
irm.  n0tmm  if  iccKitM  Sm  mm  fMiili  1  S«M  MciMmiI  to  1992. 
iXiiil  piiitotili  to  UiMi  SUtos  toctoifiM  Mni  Ftons  mimi.  m  to  Jil|  1. 

^toctolti  imm  Mic  fnNwl  m  tol  toratt.  Tfeni  Itoi.  pMtolM  l|  tit  Oiptftwto  to  lirictoliM.  toffif  fiMi  tl 
tapIMBMi  m  Hi  DtfMWil  if  tiM  Ml  TiMi  iMUt  to  totoifiMn  to  tit  stolil  mwmftmtlk,  to  cvictits  < 
to  ttos  to  ntol  tofiiwfi  tot  Itoi  st  ctotocM 

«Mirto  1912  tito  nliftoy  mi  toiMl  MrtMn**  Mto  tot  Ml  toctolt  MtoMtoi  nftto  miIvi. 

^Aoiiii  IwmM  ton  totiin  to  toiMi.  ton  wto,  Mi  In  tviMs. 

^Ftottow.  feM.  Mi  MtoiciiM 

’toctoin  ptociiits  to  totolv>  Mi  ni  tMlif  Mtoto  Mi  Imlicl  toMits  fv  immmi  tolif  Mm  tot 

*Biiii  M  MW  itotottM  to  I  tofM.  0iiv  tot  itotoMM  to  i  ftniL  Iwm  iMtototoi  pitoinMii  Mi  m  micmI  to  I 

1977,  1971. 1979. 1910. 1911. 1911.  Mi  1913  to  7  JOS  Mi  34;  I.00S  Mi  3.4.7453  Mi  3.4;  7  J41  Mi  3.2;  7  J14  Mi 
7.0n  Mi  3o.  rtMtcItotov. 

*6isto  tor  m  NtotoiiMto  artoi  wh  toKMitoMi  toi  1911  ttowcl  1904.  CattoyMto  to  iiltoitoii  tor  ttwit  |Mn 
SMTOS:  DMMtWHl  if  IpiCtoMf  CHMMIC  toOMRl  SwtoM)  Mi  OMtotMto  to  Ommmcc  0mm  to  til  CtMU). 


IMlMts  to  tototor*  Mi  ttO'toM  cMMs  Mi  ttolwf  pMtos  Mi  ImIicI  toMTts  tor  mtmmi  tolir  tlwi  toMwitoli  toM0Oi 
\  MW  itotototoi  to  I  tonL  Oiiv  tot  MltoNM  to  i  ftrs,  fm  MPtototoi  m  toMMiii  Mi  m  mtomI  to  toM  iMtotoiM) 

1979. 1910. 1911. 1912.  Mi  1913  to  7 JOS  Mi  34;  UOS  Mi  3.4.7453  ato  3.4;  7J41  iii  3.2;  7J14  Mi  3.1:  SJOO  iti  \ 
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Table  B-99. — Imimi  tf  pnm  twcmmt  mmJ  priat  paid  iy  farmers,  197^-96 


(19SO-«-ll)0.  eccfl  as  nsMl 


>AMnfi  to  «  SMts.  JtoMl  Ma  «t:  llaickTto  1S7S.  Mnwy  1  to  »7(-Sl.  HI*  1  to  ISK-85.  Fttraaiy  I  to  19M-».  mi 
Jaasanr  I  to  1MM(. 

IMr-OiU  w  1 199M2  toit  itoi  ti  19?S  iMt  Ml  tots  takataM  If  OtftitoMl  il  ApMliR. 

Saara:  Oaaaitoaal  al  IrkatoN  MiaHl  avnaml  SWiilics  SMMCt  ato  Ecaaaaic  Rastaick  Sinica). 
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Table  B-100. — US.  txpmu  mmd  mfmu  tf  agrkmbmrsi  commeJitm,  1940-96 

IKIiMStf  Man! 


IMi— Dili  ivini  tai  iflicM  tiliMiKt  NlMMtf  If  ttt 
«|IM' M  (1)  MMMlM  M  mMS  Ml  O 

t«t.  EiMrt  MiH.  M  ILl  Mrt  aBattliH.  h 
port.  Nipirt  mIh,  Mtoii  filing  m  tit  niiM  itlK  it  tit  fvtiit  ctHliy, 

Soirtt:  DtptrtHHt  #  Ipinist,  tawHt  inMid  Swiot. 


DopgtMUt  if  CMMtrct.  AcrioMbttl  cctmodities 
.  kM  Mt  pttsid  Wratck  coaplB  pnctstM  ol  mmI 
I  MMr  MmI  hciiM.  rnmci.  Ml  otkcr  diarfcs  la 
aaiMt  Mias.  aciN  liaifM,  Ml  anria*  mmtm 
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INTERNATIONAL  STATISTICS 


Table  B-101.— UJ:.  inurmammU  trmmmctiom,  1946-96 
\  tf  MbfS:  Mb  MBWMlf  b^ImIM.  flCtpl  BS  mM.  CmMs  (-f).  Mits  (-)] 


*  MlUM  flfM  CmUS  tfSil  Ilf  BHraCCS  ii  WinliM,  CtMnfL  Mtf  tWiC;  mcMcs  I 
’Qiwtfftf  (tala  <K  Ml  MaMnl)  MjnM. 

’IrcMm  traMfcn  tl  iMds  «M  mmch  nMi  ILS.  ■>tay  vmI  pwtw. 

Sw  MUt  fB/t  ftf  CBBfiBBItiBB  ff  MML 
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Table  B-101. — I/J.  h 


tmmal  trmumaiim.  1946-96 — Cominued 

(■te  rf  Mha  «wM)r  Ms  attoM.  BOfl «  mMI 


*  IwdwtfM  f  rtrwrtiiri  U-S  Ctwnwwl  traurtiiit  will  Irta. _  _ 

^CMSsts  4t  fM,  riflls.  fiKici  cviitcits,  Mi  Mm  itswt  ptsliM  ii  Mm  McratliMMl  IlMiyfi  fMi  WV 

SovrCC:  DcpirtMMt  •!  CNMMCt.  B«tM  flf  &MMK 


THE  PAPER  ANO  INK  USED  (N  THE  ORIGINAL  PUBUCATtON 
MAY  APFECT  THE  QUALITY  OP  THE  MICROFORM  EDTRON 


Table  E-102.— UJ'.  imtmmtmmd  trmdi  m  gmb  kj  primciptd  tnd-tu»  €M$*gory,  1965-96 
(BWws  ti  MhfSi  tMrtvIy  Mi  wuHtHi  idiiisM) 


Tur« 

qatrttr  ^ 

TMI  Iml 


13S.(  IM 
143.0  13.S 

I4S.0  14.7 

149.4  lU 


mm 


‘  EidHBt  cH^ifiw  1978  m  iH  ttricOy  ■»  Mi  t»  Mrtw  uriwB.  Sw  Sufver  H  Qtmot  Biaims.  Jyiw  1988. 

Noll.— OaU  on  ••  M  MifutiNil  NsiSKtim  iMsis  Mi  vchidi  ■Hvf. 

IiJm  1990.M8HWCilMMIir|N4ia8irts«innMiitltiiKMina|iirt4;lw|M«|Mdidalalir  1978,  tcoports  (aports  ol 

knici  |nM  m  MsiiMl  to  MiM  M-Mt  cikfwln  ii  nt  sMt  ■■■«  as  MBt*  •(  OMMStic  (OMb. 

jQgfcC-  OipiftnMt  of  CoMMKi.  Bmm  if  EciMnic  Aniysis. 
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Table  B-103. — US.  imitrwmtimmi  trmJt  in  by  mna,  1987-96 

(aWwilMbn) 


Rom 

g 

D 

Q 

m 

m 

M 

Q 

Q 

g 

1994  first 
Opaartors 

ataaaaal 

rate' 

ONRTS . . . . 

2SOJ 

342.1 

3014 

4144 

440.4 

45M 

5024 

575.9 

404.1 

ladastrial  coaolrios _ 

l(S4 

2344 

2534 

2414 

2411 

270.4 

2954 

330.1 

3524 

Caaado  _ 

SU 

OIJ 

034 

05.9 

91.4 

1014 

1144 

127.4 

133.4 

Japaa . . 

Vi 

474 

474 

419 

44.7 

514 

43.1 

44.9 

bfestera  Earopo’ _ 

tu 

014 

111.4 

1144 

114.5 

1114 

115.4 

132.4 

135.9 

Aastraha,  Now  Eoafaad, 

aod  Soalh  Abica _ 

1A 

9.4 

114 

11.4 

12.4 

114 

134 

15.0 

14.7 

Aastraha _ 

U 

U 

11 

U 

13 

17 

11 

9.4 

10.5 

114 

Other  cooetrics.  aicopt 

Eastora  Earope _ 

KJ 

1011 

1224 

1304 

150.4 

149.5 

1794 

2014 

232.1 

244.0 

0PEC>  _ 

10.7 

134 

12.7 

12.7 

114 

19.7 

117 

17.1 

10.4 

20.0 

Other*  _ 

7lJt 

954 

1094 

1174 

132.0 

1494 

141.1 

104.7 

213.7 

2244 

Eastera  Esrape’ _ 

2J 

34 

15 

44 

44 

14 

12 

54 

5.7 

74 

lateraatioaal  oriaaiiatiaas 

.1 

4 

4 

.4 

.1 

■ 

.1 

Mpms . . . 

4474 

477.4 

4913 

4914 

534.5 

4404 

Hfy 

7924 

ladastrial  caoabies _ 

259.7 

2034 

2924 

2994 

2944 

3144 

3474 

3094 

4414 

Canada  _ 

734 

044 

g  11 

93.1 

93.0 

100.9 

1134 

131.1 

159.4 

Japan . . 

094 

mm 

90.4 

924 

97.4 

1074 

nil 

114.4 

Westero  Earapo’ _ 

Ki] 

1024 

102.4 

1094 

1024 

111.4 

120.9 

132.9 

147.7 

1404 

Aasbaha,  Noai  Zoalaad. 

and  Sooth  Abba _ 

5.4 

14 

44 

74 

74 

14 

4.4 

17 

7.1 

7.4 

Australia _ 

3.0 

34 

34 

4.4 

4.1 

3.7 

34 

34 

3.4 

34 

Othor  coaotries,  oacapt 

Eastera  Earopo _ 

1404 

1414 

1124 

1911 

194.9 

2112 

2311 

272.9 

3111 

3444 

OfEC _ 

24.4 

234 

294 

37.0 

33.4 

32.4 

32.4 

31.7 

35.2 

414 

Other*  _ 

123J 

1304 

1534 

159.1 

1414 

1054 

205.4 

2414 

200.9 

303.1 

Eastera  Earope’ _ 

IJ 

24 

2.1 

24 

14 

2.0 

34 

54 

7.0 

44 

hMematiaaal  oreaniiatieas 

MUaCE  (eicoss  of 

espoits  -f) . . 

-1594 

-1274 

-1112 

-1094 

-74.1 

-94.1 

-1324 

-144.1 

-173.4 

-100.4 

Industrial  caoabies _ 

-94.1 

-719 

-612 

-411 

-33.0 

-514 

-V2 

-94.4 

-00.1 

-09.0 

Canada _ _ _ 

-114 

-104 

-11 

-94 

-7.1 

-94 

-124 

-lU 

-204 

-24.1 

Japaa . . . 

-544 

-424 

-49.7 

-424 

-454 

-504 

-40.5 

-474 

-40.4 

-47.4 

Western  Earopo’ _ 

-274 

-144 

-4.0 

24 

144 

3.1 

-17 

-17.4 

-15.2 

-244 

Aasbaha,  Now  Zoalaad. 

and  South  Abica _ 

24 

34 

44 

3.9 

4.4 

54 

54 

4.4 

7.9 

94 

Aasbaha  _ 

24 

34 

44 

3.9 

44 

10 

44 

4.4 

7.1 

04 

Other  coaabies,  eicepi 

Eastern  Earope _ 

-554 

-52.7 

-404 

-454 

-44.5 

-41.7 

-513 

-71.1 

-04.0 

-100.2 

OPEC’  _ 

gun 

-94 

-lU 

-244 

-15.0 

-12.7 

-14.0 

-144 

-144 

-214 

Other*  _ 

-44.1 

-414 

-294 

-344 

-444 

-544 

-47.2 

-711 

Eastern  Earope’ _ 

34 

2.1 

3.0 

3.7 

2.7 

-5 

-14 

4 

lateraatioaal  ortanitatioas 

4 

4 

.4 

.1 

4 

.1 

‘  PreliffliMiy;  sustuNy  idjisM. 

’The  hrmer  GeniM  Dewop<ic  RepMc  Cast  Gnwy)  iKMM  hi  Nesteni  Empe  bethmini  toerth  qinittr  IS90  and  hi  Eesteni  Eiin«e 
prior  to  that  thne. 

’Orfaaaatioo  o(  PetrotHHi  Eiparthif  CooaWii.  cohsiMi  ol  Mfcria.  Ecmdor  (Hiroa|h  1992).  Galiao.  hMlooesia.  baa,  bag.  Kmrait  Ubya. 
Niferia.  Qatar,  Saadi  Vatia.  UoiM  Arab  EabMos,  aid  Voienoia. 

*Utiii  America,  other  Westen  Heodiploic,  aod  olbor  coaoirbi  hi  Aoia  aod  Africa,  less  oiembcrs  of  OKC. 

Note  — Data  are  on  aa  iotenatisaal  traasactioas  basis  aod  CKiade  oabtary. 

Source:  Departmeat  of  Coaaaem.  Baaaaa  of  Ecoaoadc  Aaalpsii. 
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Table  B-104. — US.  intermuieaal  trade  in  goods  on  balance  of  payments  (BOP)  and  Census  basis, 
and  trad*  in  services  on  BOP  basis,  1974—96 
IBillions  at  Mian;  monthly  data  seasonally  adjusted) 


■  Deoartment  ot  Defense  shipments  si  pant-aid  military  svpplies  and  equipment  under  the  Military  Assistance  Propam  are  etcHided  trom 
total cip^ throe(h  1985 aMiocteded  hepnnint  1S86. 

>Fa.s.  (tree  alenipide  ship)  vafee  basis  at  U^.  port  oi  exportation  for  exports  and  at  fereipn  port  ot  exportation  tor  imports. 

’Incliides  ondocomented  exports  to  Canada  throogh  1988.  Beginning  1989,  undocumented  exports  to  Canada  are  included  in  the  appro- 
priak  eod-ose  category. 

*Tatal  incfedcs  "sther"  exports  or  impotts,  not  shoum  separately. 

‘Total  arriuals  of  imported  goods  other  than  intransit  shipments. 

‘Total  inebdes  rcuisions  not  reflected  in  detail. 

’Total  exports  arc  on  a  revised  statistical  month  basis;  end-use  categories  are  on  a  statistical  month  basil 


Note.— teds  on  a  Census  basis  are  adjusted  to  a  BOP  basis  by  the  Burvau  of  Economic  Analysis,  m  line  with  concepts  and  definitioas 
used  to  prepare  intematioaal  and  national  accounts.  The  adjustments  are  necessary  to  supplement  coverage  of  Census  data,  to  eliminate 
deplicotioa  of  transactions  recorded  elsewhere  in  mtemational  accounts,  and  to  value  transactnns  according  to  a  standard  definilion. 

^  feebde  trade  of  the  U5.  Virgin  Islands. 


Source;  Department  ol  Commerce  (Bureau  of  the  Census  and  Bureau  of  Economic  Analysis). 
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Table  B-103. — Iwunmaimmi  immttmmt  pmkmm  tf  $bt  UmUml  Suatt  «r  1961 -9^ 

(MmsiIMmI 


U^.  DTMtl  tUliS: 

Witt  diract  iMHtiMat  W  cnth*  chI _ 

Witt  dirtci  iw>ntwM<  W  miM  vWm _ 

Oiract  iiwmtiiK  itraad: 

M  CMTial  CMt  _ _ 

M  rwiM  nkw  _ _ 

Fw(i|iiM^iM _ 

CwporM  tttciu _ _ 

U5.  daim  an  aaafHiatad  twaliwn 

rtporttd  by  U.S.  aaabaiWiaf  camaa _ 

U  S.  daim  raiartad  by  U.1  bams,  aal  iadsM  aka- 


Witt  dirad  iaradiasat  al  cantal  cad _ 

Witt  dirad  iaradiaaat  d  awbd  nlaa _ 

Fcrada  affidd  assets  ia  tta  UaNad  Stales _ 

U.S.  Geaaramd  secartias _ 

U.S.  Traasaty  sacarlias _ 

Otter . . 

Otter  U  S.  GaMriNaeal  tablet _ 

U.S.  HabiMies  rapartad  by  U.S.  baabs.  aal  iacMit 

eheabere _ _ _ _ 

Olber  toreifa  otficiat  assals _ 

Ottar  forein  assris  ia  tbe  Uailsd  Stalas: 

Witt  dirtd  iaaedaieat  d  carraal  tad _ 

Witt  dired  madaieal  d  amtal  aalae _ 

Dired  iavedaiaat  ia  tta  UaNad  SUItt; 

M  carraat  cad _ 

Al  esatkd  vaiae  . . . 

U.S.  Treasa^  sacarlies _ 

U.S.  secarKies  dber  ttaa  U.1  Traasaqr  wcarNlas _ 

Carpsrate  and  otter  beads _ 

Csrparate  stocks _ 

U1  Nabiiies  to  anaffitaled  kiaiBMn  taftrtad  by  lU. 

naabaakiai  coaceras _ 

Cl.  tabitlies  reported  ^  Ul.  books,  ad  iatladsd  eka- 
abera . . . . 


■Valaed  d  aiarkel  price. 

Note.— Far  details  icprdiac  these  data,  tea  Sdiayr  ad  Qaaad  takata  Jaaa  kam  IMl-lMS  aad  My  ISM. 
Saartc;  Departaied  d  Ciaaaeiti,  Bareaa  d  [caaaaic  Aadysis. 
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Table  B-107. — Civilimm  wtmfltjmm  not,  mml  ktmrly  nn^nsathm,  major  industrial  countries, 

1970-96 

(QMrtHly  Ma  stasmint  adjustedl 


■Data  art  hf  West  teaMay  tWy. 

'Cwiliaa  laianloywtat  ralts,  appaaitMljai  ILS.  c«m^  QaartHly  data  kr  Fraace  aad  Gerauay  skttM  be  viened  as  less  precise  iadi- 
caters  at  uaeaMteyaaat  aadir  111  ctKifIs  Ibaa  Ibt  aaai  '  ' ' 

>Tbtrt  art  brtks  ia  tbe  scries  Itr  Girwaay  QIOL  I 
Based  ta  tbe  aritr  series,  tbe  rale  kr  Gnwy  «s  12  [ 
aad  12  J  k  1»5,  aadtberakkrRa^taasiJw 

Spekt.  Far  dtlais  ta  bnak  k  satks  k  19)0  aad  1 
ceametsatka  k  a»aatartwan.  U  j.  dkkr  bask 
k  tbe  Uaited  Staks.  Caaada.  Ja^M  Ftaaic.  aad  I 
For  Fraace  aad  Uaited  HkcdiaL  ciieatafa  adinltd  k  ir 
are  kber  casts  te  la^kyers. 

Sdarct:  Oepaitawat  at  Labar,  larcaa  el  laltr  fliliditi 


(1992),  Italy  (19B(.  1991,  aad  1993).  aad  Uaited  States  (1990  and  1994). 
k  IM,  tbe  rak  kr  Fraace  was  10.9  k  1)92. 11.9  k  1993. 12.7  k  1994 
190t  aad  (i  k  1991.  Tbe  breab  k  19)3  raised  Italy's  rate  by  appraakiately  1 
1994  kr  Uaikd  Staks.  sec  kataete  S.  Tabk  B-33. 
s.  Oak  lekk  k  all  eaiyleyed  perseas  baaie  aad  salary  earners  and  tbe  seH- 
OicaMM.  aad  k  ad  eaddeyees  (M|e  and  salan  earners)  k  tbe  otber  ceeatries. 
ckdt  cuaics  k  eakkiakat  Uses  that  are  net  campensatka  k  ewpkyees.  bat 
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Tabi£  B-108. — Fonigm  achmtfii  rmte,  1970-96 
(CwNKir  MRils  ptr  Mar.  aacapt  as  aaM] 


■  Valat  H  0$.  datan  par  paaad. 

*MiasM  ly  tkanfas  ia  caawaar  pricts. 

Nan.— CartWad  aaaa  Imdiii  rates  ia  Naw  Yatk. 

Saarca:  leart  ai  Gaaaraars  ai  tka  Fadaral  Rasarw  SysitaL 
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Table  B-109- — International  reserves,  sdeeteJ  years,  19^2—96 
IMIhom  ol  SMs:  end  of  peiiod) 


Area  and  cooidry 


f952 

49.388 


1982 

62.8SI 


146.658 


1994 


Industrial  cauatries  ■  . 

39.280 

53.502 

113.362 

Unded  Stales . . . 

24.714 

17.220 

12.112 

Canada 

1.944 

2.561 

5.572 

Aastraka 

920 

1.168 

5.656 

Japan 

1.101 

2.021 

16.916 

New  Xialand  . 

183 

251 

767 

Austria  .  - 

116 

1.081 

2.505 

Belfiua 

1.133 

1.753 

3.564 

Oenmark  .  _ 

150 

256 

787 

Finland . . 

132 

237 

664 

France  . . . 

686 

4.049 

9.224 

Germany _ _ _ 

960 

6.958 

21.908 

Greece  _  . . . 

94 

287 

950 

Iceland  . 

8 

32 

78 

Ireland  . .  . . . 

318 

359 

1.038 

Italy  ..  . . . 

772 

4.068 

5.605 

Netiierlaads . . 

953 

1.943 

4.a7 

Nofwsy  . . . 

164 

304 

1.220 

Eartugal . . . 

603 

680 

2.129 

Spain _ _ 

134 

fwv 

4.618 

_ _ 

504 

802 

1.453 

Switierlaad _ _ _ _ _ 

1.667 

2.919 

6.961 

UaNed  Kingdom _ _ _ 

1.956 

3.308 

5.201 

Oevelopiag  countries;  Total'  . . 

9.6a 

9.349 

33.295 

By  area: 

Africa . . 

1.786 

2.110 

3.962 

Asia' . -  ...  - 

3.793 

2.772 

8.130 

Europe . . 

269 

381 

2.680 

MiddleEJSt _ 

1.183 

1.805 

9.436 

Western  Heauspkere _ 

2.616 

2.282 

9.089 

361.239 

725.852 

855.932 

980.8a 

1.100.535 

214.025 

424.229 

460.700 

514.121 

577.923 

_ 

29.918 

52.995 

52.510 

59.a7 

53.763 

3.439 

8.662 

8.552 

10.243 

13.849 

13.920 

6.053 

8.429 

8.007 

8779 

9.455 

9.520 

22.001 

52.937 

87.062 

124.125 

149.503 

150.271 

577 

2.239 

2.5M 

2.967 

4.313 

5.544 

9.703 

12.165 

13.020 

16.042 

15.902 

4.757 

10.914 

10.382 

11.601 

12812 

12.706 

2.111 

8.090 

6.260 

7.468 

10.471 

10.005 

1.420 

3.862 

7.374 

6J09 

5.014 

4.973 

17.850 

22.522 

20.851 

20.930 

21.459 

43.909 

69.489 

56.325 

60.517 

62.690 

63.105 

916 

3.606 

10.045 

ia064 

12.676 

13.468 

133 

364 

202 

209 

259 

2.390 

2.514 

4.201 

5J18 

7.167 

6.122 

15.108 

22.438 

24.435 

25815 

37847 

35,722 

10.723 

17.492 

24J72 

23897 

20.756 

20821 

6.273 

8.725 

13X174 

15.190 

21.187 

1.179 

14.474 

11.189 

11725 

ll.a7 

7.450 

33.640 

29.006 

23.7a 

38.095 

39.630 

3;397 

16.667 

16.141 

16.3a 

15775 

16.930 

11.904 

147.213 

27.100 

27.300 

26.704 

28.739 

395731 

27.411 

28.910 

26.924 

26.691 

301.623 

466.725 

522.611 

— 

7.737 

12.874 

16.530 

17.490 

19.528 

44.490 

164.472 

229.514 

253.464 

286.656 

5.359 

15.354 

30.695 

57797 

61.139 

64.039 

44.149 

46.339 

50.750 

54.551 

25.563 

64.774 

72.152 

87.623 

100.737 

— 

67.108 

46.144 

44.445 

44.689 

51.411 

80.105 

255.480 

350.786 

422.036 

471700 

_ 

Od-apartwf  coontries . 

Nao  ad  deaelconn  cioniriea* 


1.699 

7.949 


2X130 

7.319 


9.956 

23.339 


■  locMes  data  far  Unentoiiri. 

>l«clades  data  far  Taiwaa  hoaiact  of  Chiaa. 

Note.— tateraatioaal  reaeraeo  is  coaHoised  of  oMaetary  avtOorities'  koMiafi  of  |oM  (at  SON  35  par  oaace).  special  draaaac  ri|Ms  (SORsl. 
reserve  positioas  ia  tke  lateraatiooal  Moaetary  road,  and  loreiia  eickaage. 

U  S.  Mars  per  SON  (ead  of  periad}  me  1952  aad  1962—1.00000;  1972—1X18571;  1982—1.10311;  1992— 1 J7500;  1994—1.45985; 
1995—1.48649;  Octatar  1996—144623; 


;  aad  NoveaM  1996—1.44462. 


Source;  later aatieoal  klaaetary  Feed.  laterMfioaa/  fmtneiil  StMisties. 
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Table  B-1  \0.— Growth  rates  in  reai  grots  domestic  product,  1978-96 
Itaonl  ckanie  at  aMwal  rato) 


o 


4 

i 

i 


S 


